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Editorial Comment 


If every Canadian newspaper editor gave 
Defalcations prominence annually to a practice which 
of Municipal persists throughout the Dominion whereby 
Treasurers hundreds of municipalities collect taxes 

every year without making provision for any 
check whatsoever on their proper disbursement, he would 
be performing a distinct public service to his community. 
As the calendar year marks the fiscal year of municipali- 
ties, the importance of the subject at this time prompts us, 
in the interest of efficient administration of municipal af- 
fairs, to call attention to the irresponsibility of not a few 
elected councils and to the inefficiency and, in some cases, 
to the barefaced thievery of some trusted employees. 

In a recent editorial the Ottawa Journal referred to the 
arrest of an official of a rural municipality after a belated 
examination of his books had revealed a shortage of not less 
than $8,500 over a period of years and pointed out that it 
was by no means the first time a community had lost money 
through defalcations permitted by a pernicious system, The 
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wonder to us is that ratepayers countenance such conditions 
as are typified here since they themselves are the ones 
defrauded. Possibly the main reason is that having cast 
their vote on election day ratepayers are unconscious of any 
further responsibility in the administration of their muni- 
cipality, and being trustful souls they assume so complacent 
and apathetic an attitude towards their elected councils and 
officials and all their doings that the reports of periodic 
thefts of municipal funds are to them merely newspaper 
headlines. 

Surely a change is long overdue. We have more than 
once in these columns made reference to the frequent mis- 
appropriation of municipal funds and to the need of a 
proper audit of public accounts. The interest shown by the 
Ottawa Journal then is encouraging, and we take the op- 
portunity of quoting the view of its editor whose remarks 
we fully endorse. “Many rural municipalities,” he says, 
“have installed in positions of trust men of character, of 
high standing in the district, but lacking in experience 
with bookkeeping and accounting. To check on them they 
appoint auditors with perhaps little more experience of 
accounting than the men whose books they are to audit. 
Out of such a situation, repeated time after time, has come 
a long record of shortages—shortages that begin in in- 
nocence and inexperience, that would be caught promptly 
by thorough ard complete auditing, that unchecked so often 
attain formidable proportions. The fault must be shared 
by the system as well as by the individuals. The trained 
auditor spends years in his apprenticeship, and he insists 
upon proper accounting methods. Under his vigilant eye 
a shortage is quickly detected, and the foggy sort of system 
that almost encourages theft has no chance to establish 
itself. In justice to their ratepayers and to their officials 
every municipality, even the smallest, should engage pro- 
fessional auditors to supervise its business. The alternative 
may be a little cheaper at the moment, but in many in- 
stances it has proved far more expensive in the long run.” 





Here the editor has pointed to one of the prin- 
False cipal causes contributing to this situation, that 
Economy _ is, the cheap audit. We recall being approached 
some years ago by a reeve to audit and report 
on the accounts of his village. As the amount of the audi- 
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tor’s fee was to him the only matter to be considered in an 
engagement of this nature, he announced at the beginning 
that the usual remuneration of fifteen dollars would be 
paid. He did succeed in picking up somebody to assume 
an undertaking which a chartered accountant and an as- 
sistant would have taken several days to execute. This is 
not an isolated case; every professional accountant can give 
similar instances of the examination of municipal accounts 
by individuals who, knowing little or nothing about book- 
keeping and with no statute to deter them, make a per- 
functory examination of the books of municipal treasurers. 
And to add to the seriousness of their act, on the pub- 
lished statement of the municipality they designate them- 
selves as auditors. In this connection we think it unfor- 
tunate that a few members of the legal profession, learned 
in the law yet with only an elementary, if any, knowledge 
of the science of accounts, allow themselves to be appointed 
to the office cf auditor of a municipality. 


In the references here to effective audits and 
Municipal to the prevention of embezzlement we do 
Audit not wish our readers to conclude that pro- 
Specialized fessional accountants are infallible and that 
their. engagement is a guarantee against 
every conceivable theft of public moneys. The fundamental 
fact to be impressed on the minds of all town and country 
councils is that the audit of municipal accounts is one that 
demands specialized training and a high degree of technical 
skill. This explains why the examination of the accounts 
by local auditors largely fails of its purpose. To be more 
specific, may we mention some of the points discussed in a 
conversation we had a few months ago with a member 
of our Association with many years of experience in mun- 
icipal auditing? Our discussion was prompted more or less 
by the outcome of a current court case in which a municipal 
treasurer had been found guilty of defalcation. The thefts 
had been going on for years under the very nose of the local 
auditor who in his court testimony made the naive observa- 
tion that when in his examinations he had noticed the bank 
pass book showing a greater balance than that which ap- 
peared in the treasurer’s cash book he concluded everything 
was satisfactory. 
It is usually found that in all such perfunctory exam- 
inations the emphasis in the audit is misdirected. Most 
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of the work done by the local auditors is on the cash dis- 
bursements; vouchers, pay warrants and cancelled cheques 
are usually inspected; but the bank deposits are often not 
checked either in detail or in total against the cash book 
entry for receipts, and the balance as shown by the bank 
pass book or bank statement is seldom reconciled with the 
balance as shown by the cash book or ledger. Moreover, 
the cash receipts are too often taken for granted by the 
local auditors; little or no effort is made to discover whether 
or not all amounts owing have been received and entered. 
Unusual items such as cheques from county treasurers for 
taxes and from neighbouring municipalities for work done 
or supplies sold, and grants from the Provincial govern- 
ment as well as railway taxes and the Clergy Reserves 
funds (occurring in some Ontario municipalities) are seldom 
searched for—all of which provide the most fruitful source 
for investigation for defalcations. The available ready cash 
received from tax collections, water rates and the like, 
makes it all too easy for the treasurer to deposit the Gov- 
ernment and other cheques, take the equivalent in cash 
and make no entry in the cash book. The local auditors 
being entirely unaware of these sources of income accept 
without question the cash receipts as being correct and 
incapable of check. Another opportunity for dishonesty is 
tax arrears since an effort is seldom made by a local auditor 
to reconcile the yearly tax rolls with the tax collections 
for the year as shown by the cash book and the tax ar- 
rears, taking into account discounts and penalties. In our 
discussions this chartered accountant stated that during all 
his years of auditing municipal accounts he could not recall 
any case where the local auditors had sent out tax arrears 
statements for confirmation by the taxpayers. 
















There has been organized within recent 
Municipal years in Canada and the United States a 
Officers’ Municipal Finance Officers’ Association 
Code of Ethics which judged by its past performances has 

a promising future of service. What 
arouses our interest particularly at this time in the func- 
tions of the organization is the code of ethics and profes- 
sional conduct under consideration for adoption at its last 
annual meeting. If every member of the Association makes 
the code his rule of practice and guide, its effect on municipal 
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administration should be revolutionary and salutary. Here 
are some quotations from the code: “No person should 
seek or accept any governmental position as a fiscal or ac- 
counting officer unless he earnestly believes he can satis- 
factorily perform the duties of the office or position .. . 
Every finance and accounting officer shall endeavour to 
maintain the highest standards and most approved prac- 
tices in the execution of the duties of his office or position 
... No finance or accounting officer, in his official capacity, 
shall prepare, sign, or certify to any report or statement 
which he knows contains a mis-statement of a material 
fact or omits to state a material fact whose omission makes 
a misleading impression. He shall not sign, approve or 
certify accounts or statements unless they have been pre- 
pared or verified by himself or persons under his super- 
vision. His signature to a report must always be an as- 
surance to the public he serves that the report is true and 
complete to the best of his belief and ability.” 

Here indeed lies good reason to hope for a better day in 
the keeping and the audit of municipal accounts. 


The action of the Exchequer Court of 
Decentralized Canada in holding sessions during the 
Administration past year at points in Western Canada for 
Income War hearing tax appeals has doubtless won the 
Tax Act appreciation and commendation of those 

entering the appeals. It is commonplace to 
refer to the great expanse of our Dominion; nevertheless for 
those living in the provinces removed from Ottawa, distance 
may be a matter of considerable concern when, for instance, 
differences of opinion arise between these individuals and the 
Federal government which require for their satisfactory 
settlement attendance at the Capital. The Income War Tax 
Act, possibly more than any other single Act, has invited 
appeals from decisions of the Minister of National Revenue. 
As an appellant is usually represented by his counsel and 
his chartered accountant, whose attendance at Ottawa 
means considerable expenditure of time and money, the 
financial outlay involved has deterred many a taxpayer from 
entering appeals against assessments for which, in his 
opinion, he is not liable. A system that thus works to the 
disadvantage of the taxpayer is not in the public interest. 
Fortunately, there is some remedy; the hearing of cases at 


5 











THE CANADIAN CHARTERED ACCOUNTANT 


points outside Ottawa is a very important one, and the 
recent move of the Exchequer Court is evidence of the de- 
sire of the Dominion Government to reduce the cost of 
appeals and to make more easily possible appearance before 
this tribunal. 

Everyone we think will agree that this action of the 
Exchequer Court is capable of wider extension in the ad- 
ministration of the Act. We take this opportunity of pay- 
ing respect to the organization of the Federal income tax 
department and to its capable Commissioner and officials. 
It is a department of government that must be alert every 
day throughout the year. And in the relations of our mem- 
bers to the Department may we add that as chartered ac- 
countants in their capacity as experts are able to consider 
income tax problems with an impartial mind we believe that 
they in equal measure command the respect and enjoy the 
confidence of their client the taxpayer and of the income 
tax authorities. 

In the administration of the Income War Tax Act the 
Commissioner has capable Inspectors in charge of districts 
throughout the Dominion who, with years of experience 
and with principles, court judgments, rules and precedents 
to guide them, relieve him of some of the more important 
questions and matters which arise in the daily administra- 
tion of the Act. As matters are at present, however, not 
a few taxpayers at considerable distance from Ottawa are 
placed under the necessity and expense of bringing certain 
of their cases to Ottawa for settlement. 

How a similar situation is being dealt with in the United 
States was the subject of an address by the Assistant Com- 
missioner of Internal Revenue of that country at a meeting 
of the American Bar Association a few weeks ago. Refer- 
ring to the efforts being made by the Bureau of Internal 
Revenue to decentralize the administration of the Federal 
revenue laws he stated that the change was designed to 
develop a procedure which would result in the field settle- 
ment of a greater number of tax cases. “Aside from those 
cases,” he said, “where the issue involved is so important 
that one of the parties must litigate or must await the 
outcome of pending litigation to protect his interest, it is 
believed that a reasonable taxpayer and a reasonable tax 
officer may arrive at a fair and sound determination of 
disputed tax liabilities at the conference table. Such pro- 
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cedure, however, requires the delegation of broad discre- 
tionary powers to a large number of persons far removed 
from the center of such power and beyond its immediate 
control.”? Under this program the officials in charge of 
certain district offices throughout the country have been 
given full authority to deal with practically all cases from 
their inception until their successful settlement or appeal, 
without pre-view in the Washington office. To insure uni- 
formity of action and integrity in the district offices, all 
cases closed in these offices are reviewed in Washington. 
The Assistant Commissioner added that in the absence of 
gross errors of judgment or fraud the cases would not be 
reopened by the Washington office. A similar move by the 
Dominion government would, we are sure, be welcomed by 
taxpayers in taxation districts at considerable distance from 
Ottawa. 


As the fiscal year of the great majority of 
Analysis of | Canadian corporations coincides with the 
Financial calendar year, company executives at this 
Statements time are giving the usual study to the an- 

nual statements of their business. We take 
the opportunity of publishing this month Professor Hensel’s 
interesting article on the analysis of financial statements 
which will aid in and, we trust, encourage a more scientific 
study of a company’s balance sheet and revenue statement. 





1Page 412, Journal of Accountancy (New York), December 1937. 
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ACCOUNTING SYSTEM FOR A SUBSCRIPTION 
BOOK COMPANY 


By Merrick B. Davidson, Chartered Accountant, 
Toronto 


— subject should prove of interest to those readers 

who have had a subscription book salesman call on them 
and successfully close his interview by departing with a 
signed order for a certain set of books; also to those who 
have been favoured with a call, listened to the story, and 
salestalk of the salesmen, and were prompted (and able) 
to close the interview without signing an order; as well as 
to all interested in accounting because of the special adapta- 
tions of accounting principles. 

The subscription book house may be briefly defined as 
a business concern which sells special educational or refer- 
ence works, (usually on the instalment basis) through the 
medium of specially trained salesmen or saleswomen mak- 
ing what is generally termed a “one call.” The work may 
be imported by them from Great Britain or the United 
States in a finished and complete state or it may have been 
edited, printed and bound in Canada. The set is usually 
in the nature of an encyclopedia, representing years of edi- 
torial and research work and a relatively large initial in- 
vestment. 


Records and Books of Account 
The system of accounts described herewith is designed 

to serve the accounting requirements of such a concern as 
outlined above. While the records in such a case are of 
great importance, the professional accountant and the 
prudent executive tend to keep the cost of administering 
the system to an efficient minimum. It follows that the 
accounting system must not be cumbersome, and the fol- 
lowing records and books of account are recommended: 

Subscribers’ contract register 

Shipments book 

Cash receipts 

Cash and bank disbursements book 

General journal 

Purchase journal 
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Perpetual inventory record 

Salesmen’s or agents’ ledger 

Subscribers’ (Accounts Receivable) ledger 
Accounts payable ledger 

Bills payable book 

Trial balance book 


Subscribers’ Contract Register—By the nature of the 
business it can readily be seen that one of the most im- 
portant documents in connection therewith is the sales 
contract signed by the subscriber. Not only does this con- 
tract establish the sale and charge to the subscriber, terms 
of the sale, etc., but also serves as a voucher for the basis 
of the salesmen’s commission. No salesman or agent should 
be entitled to any remuneration until he produces a signed 
contract. Occasionally some temporary advances are made 
to agents from time to time, but these advances of course 
apply against subsequent earnings of the agent. 


An example of a suitable form of contract is set out 
on page 10. 


As the orders are turned in to the office, each is num- 
bered with a numbering machine and filed numerically. At 
the same time they are recorded in the sales or subscribers’ 
contract register, a design of which is illustrated on page 11. 


If for any reason a contract is cancelled, the usual pro- 
cedure is to re-enter the details in red ink, deducting the 
same of course when arriving at the totals for the page. 
In some cases a separate sheet may be used for cancella- 
tions. The policy is to make all contracts “stand up;” and 
cancellation should only be authorized after full particulars 
of the case have been taken into consideration. The totals 
of this contract register are summarized monthly in the 
form of a journal entry at the foot of the last page of the 
month, as follows: (see page 12). 
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Form of Contract 


A. B. C. PRESS, LIMITED 
SOME CITY 


Please deliver to me the following:— 


No. Sets Publications Vols. Binding 


for which I agree to pay $ , and express charges as 
follows $ with my order, and $ i per month 


It is agreed that the right of property is to remain in A.B.C. 
Press, Limited; until the full amount of this contract has been paid. 
It is further agreed that in default of any payment as above speci- 
fied, the whole amount shall forthwith become due and payable, that 
this agreement is not subject to cancellation and no promises or 
representations have been made other than expressed herein. 


Receipt of copy of this agreement is hereby acknowledged. 


Cheques to be made payable 
to the order of 


A. B. C. PRESS, 
LIMITED 


Representative 
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Debit—Unfilled orders (total of sales column) 

Agents’ ledger (collections retained) 

Agents’ commission (Commission column) 

Agents’ commission (Commission held in reserve 

column) 
Credit—Sales (total of sales column) 

Accounts receivable (collections retained) 
Agents’ ledger (commission column) 
Agents’ commission held in reserve 

The “Commission held in reserve” column is necessary 
because a certain portion of the total commission due the 
salesman is not credited to his regular account until (say) 
50 per cent. of the contract is paid. The amount held back 
varies in different companies, but is usually 20 per cent. 

Bearing in mind that the Agent is entitled to and ex- 
pects his commission (except the commission held in Re- 
serve) on the basis of the signed contract, the advisability 
of maintaining an “Unfilled Orders Account” incorporated 
in the accounts proper is apparent. Moreover the delivery 
date of the books is sometimes set ahead when the order 
is taken, as for instance, when the work is purchased for 
presentation to some educational group on a certain oc- 
casion. 

Accounts Receivable Ledger — The accounts receivable 
personal accounts are recorded on card ledger sheets similar 
to those shown on the next pages. 

From these illustrations it can be seen that the back 
of the ledger card is used for a record of collection letters 
sent, calls made, statements of instalments due, etc. 

Each card is numbered in advance, usually at the time 
the cards are printed; and this card number corresponds 
with the number allocated to the order when it is received 
and O.K’d for the original entry in the subscribers’ contract 
register. 

The cards are filed in numerical order constituting the 
accounts receivable ledger. A separate alphabetical index 
on regular index cards of small size is maintained. 

In extracting the monthly trial balance of the accounts 
receivable ledger, a special fly-leaf trial balance book is used. 
Where an account reflects no payment in the month, it is 
entered in red ink; thus drawing attention to the fact that 
such account is in arrears. In addition to this regular trial 
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(BACK) 
COLLECTION PARTICULARS 





Date of Bill Amount Remarks 





balance, a further analytical list, showing accounts 30 days 
past due, 60 days past due, or accounts not yet due, etc., 
may be compiled for presentation to the management or 
use by the collection department. 
Shipments Book—The shipments book is a record of 
goods delivered, the monthly total being posted as follows: 
Debit—Accounts Receivable ......... 
Credit—Unfilled Orders ses. nena 
The details to be entered in the individual account re- 
ceivable card are posted from the original entry in the 
contract register. The balance in unfilled orders is at all 
times the total of the contracts entered in the contract 
register and not recorded shipped in the column provided 
for that purpose. 


14 








, 
| 


« 





ACCOUNTING SYSTEM FOR A SUBSCRIPTION COMPANY 


Although it is not the intention to deal with year-end 
matters it should be mentioned that the balance in unfilled 
orders account is a deduction from sales. 

Agents Ledger—A subsidiary ledger is operated wherein 
is kept a personal account for each salesman, saleswoman 
or agent. The postings to these agents’ accounts arise as 
follows: 

1. The debits from cash and Bank Disbursements 
for any advances made and all payments to the Agents 
daily, weekly or otherwise. Certain debits for cancel- 
lation of commissions, come from the Subscribers’ Con- 
tract Register where cancellations are entered in red ink. 

2. The credits from the Subscribers Contract Regis- 
ter (Commission column) for the Commission earned by 
the Agent; 

3. Certain debits and credits in the nature of adjust- 
ments originate in the General Journal. 

Each agent’s ledger sheet is ruled with two sets of debit, 
credit and balance columns, the first set being used for the 
commission held in reserve and the second set for the com- 
mission immediate or proper. In extracting the trial bal- 
ance of this ledger each account will have two balances, 
the first balance being the amount to the agent’s credit as 
commission held in reserve; and the second balance being 
the amount the agent owes to the firm for advances or over- 
drawn commission; or the amount of commission immed- 
iately due him. 

The compilation of the agent’s weekly statement is 
greatly facilitated by having the record of the reserve com- 
mission and the regular commission on the same ledger 
sheet. 

Each week a statement is extracted from the accounts 
and rendered to the agent who is thus given the oppor- 
tunity of checking his account while all items are of a 
recent nature. Periodically the duplicate of the weekly 
statement should be confirmed by signature of the agent 
and filed. 

On pages 16 and 17 is a form of the weekly statement 
which has been found satisfactory. 

Cash Receipts—This record does not present any special 
features, the usual columnar cash book being used. The 
receipts being in small recurring amounts (usually many 
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pages per month), it has been found necessary to use sep- 
arate books for cash receipts and disbursements. Where 
the volume of collections warrant it, a subsidiary cash book 
may be kept, the daily totals of which are transferred to 
the regular cash book. 

Cash and Bank Disbursements—Generally the salesmen 
desire their commission in cash as soon as they come in 
with a signed order. Therefore it is expedient that a rather 
large amount of cash be carried on hand. Agents working 
in out-of-town districts are usually sent an express money 
order. 

The special feature of this record is that in addition 
to the regular credit column for bank and for the usual 
distribution columns, two columns, cash debit, and cash 
credit appear for the cash transactions, including payments 
made to the agent. 

By way of internal check, a separate cashier or clerk, 
apart from the cash receipts clerk, handles the cash fund. 

General Journal—The most suitable record for this pur- 
pose is the usual six column book headed as follows: 





Date Particulars Folio Agents’ Ledger Accounts Rec. | Gen. Ledger 
l l ~ ‘Dr. Cr. Cr. Dr. Dr. Cr. 


This journal will contain such entries as are warranted 
by distribution errors, etc., each entry being supported by 
a regular voucher exhibiting a concise explanation of the 
entry. 

Purchase Journal —Usually the company is handling 
several “propositions” and a column should be allocated to 
each. In addition such articles as are purchased for “Cash 
Up Premiums” should be segregated from regular pur- 
chases. 

Perpetual Inventory Record — This presents no special 
features and is usually operated on a form of card ledger, 
a separate card being kept for each “proposition” handled. 
The debit or merchandise incoming postings originate in 
the purchase journal, and the credit or merchandise out- 
going postings in the shipments book. 

In addition to these cards reflecting the number of sets 
on hand at all times, further information as to laid-down 
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cost, number on order, etc. is usually kept at the top of 
the cards. 

General Ledger—A summary of the general ledger ac- 
counts (in a concern of ordinary size) is exhibited in the 
following pro forma general ledger trial balance. 

Debit Credit 
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The business under discussion is primarily a selling or- 
ganization. A large percentage of the sales are made on 
the instalment plan and therefore collection methods are of 
great importance. No attempt has been made to discuss 
the methods of compiling dependable statistical informa- 
tion for use by the sales department, or the organization 
of branch offices. Nor have collection methods been dis- 
cussed, Moreover space allotted to an article of this kind 
does not permit a discussion of the problems encountered 
at balance sheet time, such as the valuation of instalment 
accounts receivable, determining the necessary reserves 
and other similar year-end problems. Rather has the dis- 
cussion been limited to an outline of the accounting system, 
serving also to show how the various features of the transac- 
tions are recorded when a set of books is bought from a 
reputable subscription book company. 


AUDIT OF BROKERAGE HOUSES 
A System Devised to Reduce the Routine 


By Kendall Eddis Greenwood, Chartered Accountant, 
Toronto 


. preparation of a balance sheet of a brokerage firm 

for stock exchange purposes, involves a considerable 
amount of detailed work, particularly as regards the recon- 
ciliation of the accounts with the stock position, the analysis 
of the various accounts themselves, and the classification 
of these into their several groups. 

The procedure outlined herein was developed to reduce 
considerably the work involved in the preparation of an 
Exchange balance sheet by the use of the ‘Paramount Sys- 
tem.” The card used for working purposes is shown in Plate 
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Plate 1 (front) 
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1 (front) and Plate 2 (back) and in the original is 8” x 5”. 
The number of codes which can be used depends only upon 
the size of the card. The set-up as shown has proven itself 
to be quite satisfactory for brokerage work where there 
are a large number of accounts, especially margin accounts, 
on the books. An advantage of this card is that there is 
no particular limitation upon the way in which the code 
can be used: it can be altered at the discretion and re- 
quirements of the user. 


Explanation of the System 

The numbered and lettered holes shown on the card 
correspond to similar “code” numbers prepared for use 
in conjunction with the card (see plate 3). When certain 
information is required the holes corresponding to the code 
number or letter as giving that information, are slotted 
away to the card edge by means of a ticket punch. When 
the cards are all punched to indicate the various items of 
information which they contain, they are stacked together 
in bunches of about 75-100, making them convenient for 
rapid handling. The purpose of the cut-off on the upper 
right hand corner is to ensure accuracy and to avoid cards 
being inverted or reversed and thus wrong holes being 
needled. The sorting or needling is done with a long needle 
and is accomplished by passing the needle through the 
holes corresponding with the classification required. The 
cards thus affected drop out when the needle is raised and 
are then ready for summarizing. The slots in the cards 
serve also as a visible check on accuracy as if there is a 
break in the line of slots, there is an incorrect card in that 
group. 

The purpose of the slotting of the card index numbers on 
the upper left corner is to provide a fast method of sorting 
into numerical order or locating any particular card. All 
needling is commenced at the lowest number of the highest 
group. The needle is passed through Unit 1 slot of the 
hundreds group and all the cards affected drop out and 
are placed at the back of the group; the same operation is 
repeated for each of the four slots. The first operation 
drops out all the units of 1, 3, 5 and 8. The second slot 
brings out the units of 2, 3, 6 and 9. The third slot drops 
out those of 4, 5 and 6. The last slot drops out the units 
of 7,8 and 9. The cards are now in unit order of hundreds. 
The same process is followed for the tens group, bringing 
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the cards into proper order of tens and hundreds. In the 
second step, the hundreds groups are treated individually ° 
and are indicated visibly by the length of the slot in each 
unit group. By 44 needlings the cards are all in order 
of hundreds and tens, and they can then be separated into 
unit order by the needling out of the unit group, and it is 
usually quicker than hand sorting this group into complete 
numerical order. 

If a particular card is required, number 628 for example, 
the needle is passed through hundreds slot 2, shaken out 
and then through hundreds slot 4. The 600’s are picked 
out and then the tens unit 2 is needled out and the 4’s and 
7’s removed. Card 628 is picked out of the remaining ten 
cards. 

Graphically presented the gang-slotting of the numbers 
accomplishes the sorting by groups in the following man- 
ner :— 

Unit Denomination 
1 3 5 8 
28 6 9 
456 
789 


AP De 


Audit Procedure 


The numbered cards are turned over to the broker’s staff 
at the commencement of the audit to have the clients’, 
brokers’ and firm trading account balances and names en- 
tered in the places indicated. It is suggested that for refer- 
ence and checking purposes the card order correspond with 
the order of the accounts as set out in the ledgers or trial 
balance. 

The securities held for or due from the various accounts, 
whether clients’, brokers’ or trading, are listed on the back 
of the respective cards. Where an account has a large 
number of different securities, long or short, supplementary 
cards are used, being given the same number and punched 
to correspond. If there are accounts containing securities 
“free,” that is having. no open balance but long stock, such 
names and securities are listed either on unnumbered cards 
or upon numbered cards commencing with the number im- 
mediately following the last item of the trial balance. 

If it is found desirable or so requested, the broker’s staff 
should enter the stock and loan values on the cards as in- 
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dicated (see also paragraph re position sheets) and may also 
compute the margin requirements. 

From an examination of the position book the auditor 
lists the names of 60 securities having the largest number 
of individual holdings. This list of security names can in- 
clude either listed or unlisted securities, or both, as the 
auditor wishes. The list of these 60 items is numbered 
to correspond with the numbers as shown by Plate 2. One 
of the audit staff obtains the cards as completed and punches 
out the cards containing any of those stocks so listed. It 
will be found that the time required for this punching will 
be more than regained when it comes to calling the position. 

It is suggested that the balances shown by the cards 
be tabulated and reconciled before any actual work is com- 
menced, as it is more satisfactory to know that one is work- 
ing on a balanced set of working papers. Moreover, it is 
quicker than leaving the chance of balancing to the end 
and then find that changes have to be made because of 
original errors. If it is found that the balance is out and 
as is more than likely the cards are also very much out of 
order, it is a matter of minutes to sort them into order (for 
checking to the trial balance) by means of the index slotting. 


The purpose of coding the major stock positions becomes 
evident when the cards are ready for calling to the stock 
positions. The cards are needled out in order of the posi- 
tion code numbers and are called in full to the position 
sheets, which are also segregated. The cards are laid aside 
if completed, sorted into the next code group or put with 
the group not coded as each position is fully called. It will 
be seen that one of the major values of these cards is the 
elimination of the tedious turning back and forth from 
position sheets to individual accounts. The time saving is 
also evident. Furthermore, the stocks left uncalled on the 
remaining cards will be very few and can be quickly called. 


Position Sheets 

The position sheets are usually ready early in the audit 
and the broker’s staff are given a price list with values 
and loan percentages attached. They then price the position 
sheets and extend the values and loan values. 

As the securities are entered on the audit cards they 
check them to the position to ensure that all securities 
are accounted for and post the security and loan values as 
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they check the position. It saves duplicate calculation and 
minimizes errors such as different prices for the same 
securities. 

The auditor checks the security values on the position 
sheets and verifies the total of the loan values on each 
sheet, the loan value total is the percentage of the total 
security value. The audit cards are then called to the posi- 
tion sheets as previously described. 

While this system does not do away with checking or 
calling, or the verification of the clients’ statements prior 
to mailing, it considerably reduces the time and trouble of 
the calling. As the cards are completed, and any necessary 
adjustments: made, they are punched for margin classifica- 
tion according to the code shown in Plate 3. When the 
cards are all punched they are then needled out into the 15 
groups and the time required to make a summary is the 
time required to tabulate each group as to ledger balances, 
stock values and, in the four under-margined groups, the 
amounts required to margin. It is then but a short task to 
effect a reconciliation of balances and stock position. 


General Comments and Advantages 

All the accounts of any group are available and the 
entire group does not have to be gone through for accounts 
required. If an account has been classified as, for example, 
“partially secured” and it is then paid up and stock de- 
livered, a change is made on the relevant summaries, a 
specially designed strip attached over the original punching 
and the new punching made, and the card placed in its 
correct group. 

In cases where accounts fall into more than one classifi- 
cation, such as a cash settlement for an unlisted item and 
a margin account, additional cards are used and the balances 
are split and stocks transferred. Names are, of course, 
indicated and relevant numbers given the extra cards in- 
serted. The original card is destroyed. 

No extraordinary results are to be expected from this 
system, but it has been found quite practical and eliminates 
a considerable amount of tedious work. Tedious work is 
very often a source of error. 

The size of the card is a factor, as it was found more 
easily handled than the statement form or other working 
sheet generally used by accountants for working paper pur- 
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poses. It was also found more convenient for handling in 
the examination and checking of the accounts. It facilitates 
the reclassification of an account from one group to another, 
and generally speaking in the auditing of a brokerage firm 
with a large number of accounts a considerable time-saving 
can be effected. 


Plate 3 
Code re Classifications on Brokers’ Audit Card 
A Clients’ accounts (including broker clients) 
B Brokers’ accounts 
C Partners’ accounts 
D Trading accounts 
E Grain accounts (or Commodity) 
F Miscellaneous 


Fully margined—Long 
Partly margined—Long 
Partly secured—Long 
Unsecured 


Cash settlements—Debit and long 
Cash settlements—Credit and short 
Free credits (Long stock) 

Fully margined—Short 

Partly margined—Short 

Partly secured—Short 


Brokers’ margin (Debit or Credit) 
Brokers failed to deliver 
Brokers failed to receive 


Sundry 


ft tk pt et pt 
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ANALYSIS OF FINANCIAL STATEMENTS 


By Professor Philip H. Hensel, 
University of Western Ontario, London, Ontario 


A TANTS have given considerable attention to the 
content and structure of the financial statements in 
order that they may adequately reflect financial condition 
and earning power. But even though the balance sheet 
of a particular enterprise does reflect correctly the financial 
position of the concern, it is not possible to make a balance 
sheet indicate, automatically and clearly, the degree of 
financial strength and points of relative strength and weak- 
ness. Analysis and interpretation of the figures are neces- 
sary for these and are of great interest and value to those 
using the balance sheet. 

Before an analysis of financial statements is undertaken, 
some preliminary work is necessary. Percentage columns 
should be placed parallel to the item columns and the per- 
centage of each item in its group shown and each group 
total as a percentage of the whole. Wherever there is a 
valuation account it should be set out as a percentage of 
the item valued. The computation of percentages on bal- 
ance sheets enables one to compare the relative importance 
of the different items and groups of items from year to 
year, as well as at any specific time. There is no way for 
the persons viewing the balance sheet alone to know whether 
or not certain of these items are in proper proportion. 
An allowance for doubtful accounts may appear as eight 
per cent. of the accounts receivable. This immediately 
raises the following questions: Is this percentage high for 
that particular kind of business? Have a considerable num- 
ber of old and worthless accounts, which should have been 
written off, been allowed to remain on the books? Similarly, 
without knowing the age and character of buildings and 
other fixed assets, it is impossible to judge as to the 
adequacy of the depreciation allowances. Even knowledge 
of ages would be of little use without information as to the 
types of machinery and structures, and of the uses to which 
they are put. 

Whom Analyses Serve 


There are three important points of view from which 
analysts may approach the problem of balance sheet an- 
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alysis. These are those of the various groups interested 
in the enterprise; creditors, investor-owners and managers. 
Although interests of these groups overlap, the differences 
in approach result in varying emphasis. 

A creditor is primarily interested in the probabilities of 
the repayment of the indebtedness. Usually, current ob- 
ligations are discharged through payments made from avail- 
able funds, or from funds which will be made available; 
hence, short term creditors examine carefully the current 
assets. 


A bondholder looks to the probabilities of repayment 
at a more distant date, and, inasmuch as an unsuccessful 
concern is never a good long-term credit risk, he becomes 
interested in success as indicated by satisfactory earnings. 
Losses deplete capital and reduce ability to pay debts. The 
meeting of interest obligations is dependent on a satisfac- 
tory current position, but continued success depends as well 
upon satisfactory plant and equipment and, above all, upon 
skilled management. The interest of the long-term cred- 
itor, therefore, is not centred exclusively upon current 
position. Creditors who have made loans on long terms are 
more likely to be interested in provisions agreed upon for 
repayment of their advances. Thus, sinking funds, per- 
manent investments, and even fixed assets which have been 
mortgaged as security, receive a more careful scrutiny by 
these creditors. 

An investor is, of course, interested in the current posi- 
tion of the enterprise, because a concern with a weak cur- 
rent position finds it difficult to meet its obligations, is 
handicapped by insufficient working capital for carrying 
on its business, and cannot obtain bank credit to meet its 
needs. The primary concern of the investor, therefore, is 
usually efficiency of management, as affecting the profit- 
ableness of the venture and the safety of investment. The 
task of management has been delegated to others and the 
investor seeks evidence of the success with which manage- 
ment is carrying out its responsibilities. 

The management point of view includes that of creditors 
and investors, since it has obligations to both. Accounting 
reports are sought not so much to indicate what has been 
accomplished as to point out clearly the need for executive 
action. Interpretation, for management, should point the 
way to greater financial strength and greater profit. Under- 
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capitalization or over-capitalization, and inadequate or ex- 
cessive working capital are important as affecting the 
maximum profits attained by the enterprise. 


Three Methods of Analysis 

Three methods of analyzing financial statements are 
used to bring out all the desired information. These methods 
or devices are known as trends, ratio analysis, and sources 
and application of funds. Each has its advantages and 
each has its limitations. The weakness of many discussions 
on the problem of balance sheet analysis is an unbalanced 
emphasis on only one of the three. A complete analysis 
should consider all three as possible tools for use in each 
particular case. 

1.—Trends—If the statements of an enterprise for a 
number of periods are analyzed, it is possible to prepare 
figures to indicate the direction in which the activities of 
the enterprise are leading. Trends with respect to the rate 
of earnings on capital stock, the rate of earnings on total 
assets, trends with respect to the relative shares of manu- 
facturing cost, as among wages, materials and indirect 
manufacturing expenses, and so on, may be prepared and 
be very useful. A trend may be expressed by merely listing 
the figures for the number of periods considered. Because 
it is easier to follow a series of figures expressed as a line 
or curve on a chart or by means of a diagram or graph, 
the trend is much more likely to be appreciated if the 
figures are so expressed. 

The computation of indexes showing the trend of the 
various items in the balance sheet from year to year is 
very important. Index numbers are relatives based on 
an average, ideal or particular value, or quantity, expressing 
in percentages the trend of a series of accounting or statis- 
tical data. While it is desirable that the indexes should 
be based on an “ideal” statement, the method is helpful 
even when the base is merely the earliest balance sheet 
in the series. This device serves to point out clearly the 
beginning of a lack of balance in the financial structure. 
The trend of ratios and percentages from month to month 
or from year to year should be closely watched. For ex- 
ample, if the working capital ratio is decreasing from year 
to year, this fact should serve as a warning to management 
that a change in financial structure or in operating policy 
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must be made if financial disaster is to be avoided. The 
rates and percentages of any one day are important in- 
dicators but the trend of these items from year to year is 
of greater significance. 

2.—Ratios—There is evidence of a growing interest in 
the use of ratios as an aid in the analysis and interpreta- 
tion of balance sheets. A ratio may be defined as that 
figure which expresses the relationship between two or 
more items appearing on the balance sheet. The use of 
ratios requires a little additional work, but constitutes one 
of the simplest and easiest ways of analyzing statements. 
While ratios are of value when analyzing one balance sheet, 
they are most useful in making a comparison of several 
successive balance sheets. By the use of ratios, it is pos- 
sible to make comparison between several firms or with an 
average for a group of companies engaged in the same line 
of business. Thus it can be determined whether the firm 
being studied is above or below the average of similar 
firms. 

The following are among the ratios most widely used 
in balance-sheet analysis: 

Ratio of working capital to total assets (total invest- 
ments), which reveals whether the business is possessed 
of resources sufficient to operate the plant. 

Current ratio (current assets divided by current liabil- 
ities), which indicates the immediate solvency, and the 
possible margin of shrinkage of current assets without 
endangering the interests of creditors. 

Ratio of current assets minus inventories to current 
liabilities. This ratio is of value particularly when analyzing 
a company whose inventories may be subject to consider- 
able shrinkage in value. It eliminates uncertain market- 
ability of the inventory. 

Ratio of current liabilities to total debt, which furnishes 
a criterion of immediate demands compared with ultimate 
demands on cash, and which warns if a good current ratio 
is but a temporary advantage. 

Ratio of fixed assets to fixed liabilities, which indicates 
the possible shrinkage in the fixed assets before the bond- 
holders are apt to lose. In calculating this ratio, the value 
of the mortgaged and pledged assets to the fixed liabilities 
should be considered. This is difficult, however, as usually 
there is no indication of the security of the bonds. 
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Ratio of net worth to total indebtedness, which shows 
the stake of the stockholders in the business relative to the 
creditors. This ratio is fundamental to an understanding 
of the part owned by the inside investors, the foundation 
upon which the business is built. The correct ratio of 
ownership to borrowed capital is largely a question of in- 
dividual cases. It tends to vary with the type of business, 
the rapidity of turnover of assets, the length of credit 
terms extended, and the ratio of the fixed or funded debt 
to the current debt. An adequate owner’s investment is 
relatively more serious in small concerns than in large ones. 

If a profit and loss statement accompanies the balance 
sheet the following should be considered: 

Turnover of working capital (cost of sales divided by 
working capital), which indicates whether the current assets 
are being used as intensively as is consistent with the 
business. 

Turnover of inventories (cost of sales divided by inven- 
tories, average inventories being used if obtainable), which 
indicates the speed with which goods are brought from 
the raw state to accounts receivable by sale. If the turn- 
over is too low, overstocking is revealed. Materials and 
merchandise should be bought no further ahead than is 
necessary to obtain the most favourable prices and to insure 
ability to deliver to customers as they want the goods. 
Greater inventories increase the cost for storage, for in- 
terest on funds invested, and for insurance. There is also 
danger from deterioration and obsolescence. 

Turnover of merchandise or of finished goods (cost of 
sales divided by inventory of merchandise or of finished 
goods, average inventory being used if it can be obtained), 
which reveals the speed with which merchandise is moved 
from stock to customers. 

Turnover of receivables (notes and accounts receivable 
divided by average sales for a day), which gives the number 
of days’ business uncollected; if the usual terms of credit 
for the particular business are known such ratio would show 
whether the customers are being dealt with too leniently. 

Turnover of accounts payable (accounts payable, in- 
creased by notes to trade creditors, if any, divided by 
average purchases for a day), which is a criterion of prompt- 
ness in meeting debts. 
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Ratio of net earnings to capital stock, to net worth, 
and to total investment, which are indices of the earning 
power of the business. 

Ratio of net earnings to sales. 

Ratio of gross profits to net sales. 

From time to time other ratios may be found useful. 
These ratios are most revealing if comparative statements 
are available in order that the course of the ratios from 
time to time may be traced and the relative progress of the 
business brought to light. In studying statements such 
intangible assets as organization expense and goodwill 
should not be considered as assets at all, but should be 
deducted from the net worth as shown by the books in 
arriving at the net worth for purposes of analysis. 

Perhaps the first thing that an analyst attempts is 
the discovery of the amount of working capital. Working 
capital is defined as the difference between current assets 
and current liabilities. Although the proportion of working 
capital to fixed assets and to total assets varies from one 
line of industry to another, among competing concerns they 
should not show very wide discrepancies. In interpreting 
these ratios consideration should be given to such factors 
as volume of business, that is, physical volume of sales, 
term of sale, discount period, trade customs and time of 
recording sales, before drawing conclusions. It is advisable 
to supplement the working capital ratios with evidence as 
to the liquidity of the current assets and the due dates 
of the current liabilities. 

The productive capacity of a factory is very largely 
determined by its fixed assets, the plant. To run the plant, 
working capital is necessary, but excessive working capital 
is wasteful. It is therefore necessary to discover the proper 
proportion of working capital to fixed assets and then to 
criticize the balance sheet on that basis. Although the 
practice of computing working capital turnover is not as 
common as the practice of computing inventory turnover, 
yet the working capital turnover is a significant factor in 
the prosperity of the business. 

Profits of a business are first represented in increased 
working capital. Losses, on the other hand, are satisfied 
out of working capital, thereby causing its reduction in 
amount. Other factors may also cause an increase or de- 
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crease in working capital. It should be understood that 
inadequacy of working capital is a major cause of insolvency 
and receivership. 

In considering the current ratio, inquiry should be 
made into the composition of current assets and current 
liabilities. If there are many notes payable, it may mean 
that the purchase of fixed assets has been financed by issu- 
ing notes. If these notes are given to the suppliers of the 
fixed assets, the only worry is whether cash is coming 
in fast enough to meet the notes as they fall due. If, how- 
ever, notes are given to banks and the proceeds used to pay 
for fixed assets, the way is open to difficulty. Borrowings 
from a bank on short notes should never be invested in 
fixed assets. Bank loans should be as nearly self-liquidating 
as possible; that is, the thing bought with the proceeds 
of the note should be something that will be turned into 
cash in the ordinary course of business. Notes may also 
be given to stave off creditors who cannot be paid at the 
maturity of the open accounts. Such notes, whether re- 
ceivable or payable, are a warning. If receivable, they may 
be bad debts in disguise kept on the balance sheet from 
previous periods. If payable, they may indicate that the 
firm is having hard times paying its bills. On the other 
hand, notes payable may indicate that the company is bor- 
rowing from the bank in order to take cash discounts, a 
practice which is usually commendable. 

For the immediate future, the ratio of current liabilities 
to the total debt is important. This ratio is always inter- 
esting because it indicates the relative importance of im- 
mediate and postponed demands on the cash. The maturity 
date of bonds should always be indicated on a statement 
as it is of the utmost importance to know the length of 
time allowed to raise the cash needed to meet the funded 
debt. 

It is well also to scrutinize the fixed assets to find out 
whether they are well proportioned to each other; those 
that are actually in use and those that are lying idle, in- 
curring taxes, upkeep and interest losses, in addition to 
depreciating. ; 

In examining the balance sheet, one should scrutinize 
carefully all intangible items. Frequently, when a corpora- 
tion is formed, the expenses of incorporation are charged 
to Organization Expense, which is considered an asset to 
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be written off over a series of years. Organization expense 
is necessary, but it is not an asset that earns income. It 
should not be taken as an asset for purposes of determining 
the strength of a corporation. Neither should such an asset 
as goodwill usually be considered of value from the point 
of view of the credit man or the balance sheet analyst. 
Ordinarily then, both goodwill and organization expense 
should be excluded from the assets and shoud be deducted 
from the net worth by the examiner. In most cases patents 
and trademarks should be treated similarly. There are, 
however, cases in which intangible assets do possess a real 
value. Valuable intangibles are disclosed by extraordinarily 
high earnings consistently realized year after year, pro- 
vided these exceptional earnings are not due to economic 
monopoly or to exceptionally competent management. 

Thus, it is possible for one familiar with an industry to 
learn from the balance sheet alone a great deal about a 
particular organization. It is better, however, to have more 
than the mere balance sheet. 

When an operating statement is available to supple- 
ment the balance sheet, a number of important points can 
be revealed. The thing that the potential investor, the 
stockholder and the credit man alike find interesting is 
the relation of net earnings to investments. The ratio of 
net earnings to net worth is a measure of the success of 
the business from the investor’s point of view. 

The ratio of gross profit to net sales is very important. 
The higher it is, the larger the earnings are, provided the 
volume of the business can be sustained. The lowness of 
this ratio suggets that probably the cost of manufacture 
is too high or else selling prices are too low. 

The statement of profit and loss adds considerably to 
the knowledge gained from the balance sheet. It shows 
how profitable is the investment of the total capital, and 
of the owner’s capital. It shows whether collections are 
prompt or slow. It facilitates the calculations of the turn- 
over of stock, of current working capital, and of total capital. 
It helps to locate the probably weak spot in the industry. 

Although the statement of profit and loss is a valuable 
contribution to the analysis, it does not show how the 
business compares in strength with itself at some previous 
period. That comparison must be obtained by means of a 
comparative balance sheet. 
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The comparative balance sheet affords many bases of 
comparison of the position of the company at the beginning 
and the end of the period. The provision of a column to 
show increases and decreases is very desirable. A little 
computation based on the comparative balance sheet furn- 
ishes other facts in which the analyst is interested. It 
is possible, for example, to investigate changes in working 
capital and in the current ratio. The important turnovers 
may also be found: the turnover of inventories, cost of 
sales divided by average inventories, and the turnover of 
working capital, sales divided by average working capital. 
Changes in other ratios can be traced in the comparative 
balance sheet. 

Limitations in the Use of Ratios—An intelligent use of 
financial ratios can be made only if their limitations as 
well as their value are thoroughly understood. In the first 
place, the accuracy of ratios is dependent upon proper ac- 
counting methods and upon the use of the same, or similar, 
accounting practices over the period of years during which 
the balance sheets are being compared. Furthermore, the 
true meaning of each of the accounts appearing on the 
balance sheet should be understood. It should be known 
whether “accounts receivable” includes only good accounts 
or both good and doubtful accounts, and whether all of the 
accounts receivable arise from sales of merchandise or 
whether they also include advances to subsidiaries. Sim- 
ilarly, it should be known how inventories are valued; 
whether there is a proper amount charged off for depre- 
ciation; how goodwill is handled, and so forth. It is, of 
course, ‘well known that a firm may present a fairly good 
balance sheet and, at the same time, be insolvent. In certain 
cases it is common practice to “dress the balance sheet” 
shortly before the statement date. For these reasons, 
bankers are in the habit of liberally discounting balance 
sheet items in the light of their general knowledge of the 
company and its accounting practices. 

In using ratios it is necessary to take into account the 
time of the year at which the balance sheet is taken. Thus, 
if the balance sheets of two firms are struck off in different 
months, due allowance must be made when comparing the 
two sets of ratios. Also, it should be expected that the 
same firm may show quite different ratios, depending upon 
the date of its balance sheet. 
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Again, it should be realized that ratio studies serve only 
to indicate the present and past history of a company. They 
are of value in analyzing the probable future position only 
in so far as any study of the present and the past forecasts 
the probable future. It would obviously be impossible for 
them to predict conditions such as those which might be 
caused by a radical change in the policies of the company. 


No standard of ratios can be set up which will apply to 
all industries under all conditions. A company selling goods 
on long terms of credit should require a higher current 
ratio than the firm selling for cash or on short terms of 
credit. Some ratios may be of particular importance in 
the case of firms engaged in a merchandising business, but 
of much less value with firms engaged in a manufacturing 
business. Consequently, the ratios to be used in any given 
instance should be selected with regard to the nature of 
the company’s business. 

Finally, it should be understood that ratios are not to 
be used alone, and that they are not meant to replace the 
other methods used in judging a concern. Ratios do not 
and cannot show the contingent liabilities, advance com- 
mitments, and other risks which are to be found in many 
enterprises, and which are often the most serious factors 
in determining credit standing. Their usefulness lies rather 
in the check they impose upon previously formed opinions 
and in the possibility that they may reveal conditions not 
yet realized as existing. They should be used merely as 
a guide. 

3.—Source and Application of Funds—lIt is also of in- 
terest to obtain a summary view of the financial changes 
taking place over a given period. Such a summary will 
serve as a financial history of the concern over the period 
and will, by eliminating details of change, indicate the 
broad financial policies followed. Expansion or liquidation 
will be clearly indicated. Change in working capital will 
be clearly presented. Methods of financing will appear from 
an examination of debt and proprietorship changes. A 
comparison of total earnings and total dividends will be 
of value in appraising dividend policy. 

The comparative balance sheet is sufficient to show the 
changes in the individual items, but it does not relate these 
variations to each other. The statement of source and 
application of funds has been devised to present these 
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changes in such a way as to show what funds have been 
received by a business during a period and how they have 
been used. By funds, is meant purchasing power measured 
in dollars. Thus the function of this statement is to show 
the uses to which management has put the funds repre- 
sented by the profits. Probably the most difficult thing for 
business men to comprehend when analyzing financial state- 
ments is the fact that the cash of the business does not 
usually increase in direct proportion to the profits earned. 
It is difficult for them to understand why their cash is 
low or why the working capital has not increased, when 
it is known that a profit has been earned. 

The use of the statement of source and application of 
funds is becoming more and more frequent and is not only 
used in private business but is also finding favour in public 
administration. 

The papers supporting the statement consist of a com- 
parative balance sheet, a column showing the differences 
between the beginning and end of the period, and the segre- 
gation of these differences as between items representing 
the receipt or payment of cash and those having to do 
with the increase or exhaustion of various assets with no 
immediate outlay or receipt of cash involved. 

The equality of sources and applications of funds is a 
direct corollary of the balance sheet equation. Since in 
every balance sheet, assets equal liabilities plus net worth, 
it follows that, between any two balance sheets, the debit 
changes, (asset increases, liability and net worth decreases) 
must equal the credit changes, (asset decreases; liabilities 
and net worth increases). Thus, debit changes are applica- 
tions; credit changes are sources of funds. Changes in 
account balances may be divided into those which produce 
an increase in or an application of funds, and those which 
came about as the result of adjustment by journal entries. 

In the latter class, are included charges against profit 
and loss for the provision for depletion and depreciation; 
the amortization of bond discount or premium; the absorp- 
tion of organization expenses; appropriation of surplus, 
etc. 

Inasmuch as cash is not involved in these transactions, 
they are reversed in preparing this statement; as only 
changes causing an actual increase or decrease in funds 
are considered. 
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When the details of the reconciliation of surplus are 
substituted for the surplus change as shown in the com- 
parative balance sheet, and the figures are rearranged and 
classified, a statement of sources and application of funds 
is obtained. The value of the statement lies in the critical 
analysis to which the increases and decreases are subjected. 
The change is considered in the light of all other changes 
and not as a separate item. 

The statement of source and application of funds is 
a comparatively recent development and is a valuable supple- 
ment to the profit and loss statement and the balance sheet 
in tracing the changes in status of a business. The ex- 
ample on the following page illustrates the manner of pre- 
paring a statement of source and application of funds. 


Conclusion 


This fragmentary interpretation of the balance sheet 
and the income statement is meant to be suggestive only. 
A multitude of relations in any active business are likely 
to be worth study. Great care must be taken, however, not 
to form judgments of importance on insufficient evidence. 
Usually many facts not shown on either balance sheet or 
profit and loss statement must cast sidelights on those state- 
ments before anything like a final judgment of a business 
is possible. 


Statement of Source and Application of Funds 
(See working papers page 39) 
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THE MENACE OF THE ADVERTISING ACCOUNTANT 


[Editor’s Note: The suggestion has come to us that we publish 
the comments on “the advertising accountant” which appeared in The 
Australian Accountant, November, 1936. We gladly do so this month.] 


- public accountancy, as in all the professions, the young 
~ practitioner has a hard row to hoe. Practices are built 
up slowly and with difficulty; in the early stages much 
detail must be laboriously attended to in person by the 
accountant whose practice is not large enough to warrant 
the employment of a staff of assistants; and the avenues 
which naturally appeal to the young man as the most likely 
means of attracting new business are closed to him by the 
rules of the Institute to which he belongs. 


All reputable Institutes forbid their members to engage 
in advertising or similar forms of soliciting business, for 
the very good reason that advertising is incompatible with 
professional activity and that, if it were generally prac- 
tised, it could lead only to harmful reactions upon the 
quality of accountancy services. Moreover, the essence of 
professional service is personal responsibility, and the In- 
stitutes have therefore also forbidden their members to 
carry on accountancy businesses as limited liability com- 
panies, by which they may escape the greater part of the 
consequences of any dereliction of their duties. 

Such restrictions are accepted by the great majority 
of public accountants as serving the best interests of the 
profession and of its public, and members of the various 
Institutes willingly submit to this form of self-government 
of the profession. There are some accountants, however, 
who prefer complete liberty to carry on their businesses 
in such manner as seems best to them, and who are even 
prepared to dispense with membership of an Institute of 
recognized standing rather than submit to such restrictions 
as the Institutes impose on their members. 

Those who take this view, and who act upon it, are 
free to engage at will in advertising of any form or to 
organize their businesses as limited companies if they so 
desire. The young practitioner, member of an Institute, 
prepared to honour its code of professional ethics, and to 
abide by its standards, is thus subjected to the competition 
of individuals and companies who are able to make use of 
weapons which are not available to him. True it is that 
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there are definite limitations on the extent and character 
of the accountancy work which may be obtained by such 
methods. In the first place, no one imagines that advertis- 
ing is of much avail in obtaining appointments which call 
for exceptional qualifications and ability, since those busi- 
ness men who desire to avail themselves of the services 
of highly-skilled accountants are usually shrewd judges 
of the aptitudes of those whom they employ, and are not 
likely to fall into the error of allowing specious advertise- 
ments to outweigh considerations of established reputation 
and experience. Secondly, in so far as the competition of 
accountancy companies is concerned, in those States in 
which licenses must be held by company auditors, the im- 
portant field of company audits is closed to the corporate 
body, since licenses are granted only to individuals. Con- 
sequently, the competition is most severely felt in con- 
nection with accountancy work for small businesses (includ- 
ing proprietary companies), and it is open to question 
whether in many such instances the services of Institute 
members would be utilized in any event. Price and not 
quality of service is the dominant consideration to the 
proprietors of many of these smaller businesses. 

Yet it is in precisely this sphere of the small or medium- 
sized business that the young practitioner must first carve 
his niche and in which he gains—if at all—the experience 
which will fit him later to grasp higher opportunities. One 
feels considerable sympathy, therefore, with the view that 
Institute members are being subjected to a species of un- 
fair competition, and that the impact of this competition 
falls most heavily on those least able to withstand it—the 
young practitioners. The Councils of the Institutes are well 
aware of the menace and are assuredly anxious to do all 
that lies in their power to assist their younger members. 
But it is difficult to see what more can be done in this 
direction than has already been attempted. The only last- 
ing remedy for the existing unsatisfactory condition lies 
in the development in the business community of a fuller 
realization of the professional nature of accountancy ser- 
vices and of the fact that membership of an accountancy 
institute of standing is a guarantee not only that the mem- 
ber is qualified to practise his profession, but that he is 
prepared—and, if in the exceptional case it becomes neces- 
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sary, can be and will be compelled — to practise it as a 
profession. 

Institute members can be, and have been, disciplined by 
their Institutes for failure to observe and exercise accepted 
standards of professional conduct, skill and care. The ac- 
countant who is not an Institute member is subject to no 
discipline save that of the courts, who are not directly con- 
cerned with matters pertaining to professional ethics or 
etiquette. This fact alone should surely justify a prefer- 
ence for the Institute member. 

We are conscious of the fact that it is small consola- 
tion to the man who is in urgent need of assistance to be 
told that things will right themselves in time. Patience 
is a virtue most easily exercised by those who no longer 
need it. But a useful lesson for the accountancy profession 
may be had from the experience, in similar circumstances, 
of older professions. Qualified medical practitioners, for 
example, have for long had to face the competition of non- 
professional individuals and institutions. The general pub- 
lic is no better able to estimate, in advance, the quality of 
medical service than of accountancy service. Yet the pro- 
fessional medical man has triumphed over the non-profes- 
sional competitor, simply because the average man in need 
of medical treatment knows that it is safest to rely upon 
the evidences of qualification and ability that are provided 
by membership of a professional organization. When the 
average business man takes a similar view in judging the 
capacity of his “business doctor” there will be little need 
to fear the encroachment of the accountant who advertises, 
or of the so-called large-scale accountancy company. 

The question is how may that objective most quickly 
be realized. The Institutes, as Institutes, are doing what 
they can. Their efforts to impress upon the community 
the purposes which they serve and the standards they ex- 
pect from all members should be reinforced by the individual 
members on every available opportunity. Those senior 
members who have passed beyond the stage of fearing com- 
petition, no matter how blatantly advertised, might well 
recall to mind their early struggles for recognition and lose 
no chance of impressing upon bankers, lawyers, large-scale 
and small-scale business men the desirability of careful 
discrimination in selecting an accountant or in considering 
any report or statement ostensibly prepared by an ac- 
countant. 
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I. Claim of Successor Company for Depreciation on Assets 
Fully Depreciated—The Pioneer Laundry Case 


N 4th November 1937, Mr. Justice Angers of the 

Exchequer Court delivered judgment in an appeal by 
Pioneer Laundry and Dry Cleaners, Limited, from an assess- 
ment confirmed by the Minister. Several points of consider- 
able interest were developed in the course of the learned 
Judge’s reasons. 

Complicated History—There had been a predecessor of 
the appellant which had had the same name, same assets 
(with some minor exceptions) and same shareholders. The 
predecessor had operated profitably for some years and, for 
income tax purposes, its assets had been “depreciated out” 
with the effect that no deduction for depreciation could be 
made from its taxable revenue. All the issued capital stock 
of the predecessor had been owned by Pioneer Investment 
Company, Limited, which also owned all the issued capital 
stock of six other British Columbia companies operating 
laundry, cleaning and towel service businesses. A new 
company, Home Service Company, Limited, was incorpor- 
ated; the six operating companies went into liquidation; 
and Home Service Company, Limited, purchased from the 
liquidators all the physical assets of the operating com- 
panies. Home Service also bought all the assets of the 
former holding company, Pioneer Investments, except 
shares owned by it and amounts owing to it by its share- 
holders. Then seven new operating companies were incorp- 
orated and Home Service sold to each of them the assets 
of its predecessor of the same name. Home Service paid 
for the assets so acquired in fully paid shares of its capital 
stock which shares in the hands of the liquidators of the 
original operating companies were distributed to their 
shareholders, namely, Pioneer Investments, the original 
holding company. Pioneer Investments was then wound up 
and the shares of Home Service found their way into the 
hands of the same group which had held the shares of 
Pioneer Investments. The price payable by the new operat- 
ing companies on the purchase of their assets from Home 
Service was discharged by issue of their own fully paid 
shares and assumption of all liabilities of their predecessors 
of the same names. 
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Price Paid for Assets—In the case of Pioneer Laundry, 
Home Service sold the assets it acquired from the liquidator 
of the previous Pioneer Laundry Company at a price con- 
siderably higher than the aggregate balance sheet value at 
which the same assets had been carried by the predecessor. 
The assets were accordingly carried into the books of the 
new Pioneer Laundry Company at greatly increased values. 
No evidence was submitted to establish the real worth of 
the assets. One of the appellant’s witnesses, a chartered 
accountant, stated that the values on the new company’s 
books were the actual and original cost to it of the assets. 

Depreciation—The chartered accountant witness testi- 
fied that by the practice of accountants the principle of 
depreciation was applied identically whether the article was 
new or second hand. The appellant quoted the definition 
of “Income” in the Act and drew attention to the wording 
of subsection 1 of section 5 which makes income subject to 
an exemption and deduction of such reasonable amount as 
the Minister, in his discretion, might allow for depreciation. 
The appellant contended that the Minister had exercised 
his discretion in issuing on 30th August 1918, a Circular 
on the subject numbered 20. Appendices to the circular 
were issued 11th May 1927 (dealing with automotives) 
and on 15th May 1933, (limiting the total amount to that 
incorporated in the profit and loss account) to which the 
learned Judge referred. Depreciation at the rates set out 
in the schedule to Circular 20 were claimed by the appellant 
on the assets as carried on its books. The Minister refused 
any allowance except upon certain assets acquired not from 
Home Service but from other sources. 

Decision—Mr. Justice Angers stated that the right of 
the taxpayer to an allowance for depreciation was statutory 
and that only the amount was in the discretion of the 
Minister. He held further that until Circular 20 and its 
schedule were changed, they wre in force and represented 
the exercise by the Minister of his discretion. The Crown 
had contended that the rules and regulations contained in 
the circulars, appendices and schedules, were merely intra- 
departmental instructions for the guidance of department 
officials. His Lordship would not accept this view and 
stated that, as the taxpayer had to determine the amount of 
his net revenue for any taxing period, he had a right to 
demand from his local inspector the rate or percentage of 
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depreciation. In proceeding to determine whether the 
Minister had exercised his discretion in a reasonable man- 
ner, the learned Judge stated that depreciation should be 
computed not on the cost of the assets to the taxpayer but 
on their real value. He felt that the allowance actually 
made in respect of the assets not acquired from Home Ser- 
vice was generous. As to the other assets he felt that, not- 
withstanding the change in legal entities, the appellant was 
the successor of the old Company, having the same name, 
same shareholders and the same assets with a few excep- 
tions. Accordingly it was held that the appellant could 
not claim more allowance for depreciation than its predeces- 
sor could have done. As the predecessor had been granted 
all the allowance for depreciation provided for by the 
Statute and the Rules and Regulations, the appellant could 
not claim more. The appeal was dismissed. 

Procedure—The reasons for judgment furnish an inter- 
esting illustration of the procedure in these Exchequer 
Court actions where controversial facts are involved. Oral 
evidence may be, but is not usually, given. After the notice 
of assessment, the appellant appealed and in its notice of 
appeal merely stated what allowances had been claimed. 
The decision of the Minister affirmed the assessment, set- 
ting out the broad contention that there had been no actual 
change of ownership. The appellant filed a notice of 
dissatisfaction denying the Crown’s contention. The Min- 
ister filed a reply. Pleadings were then filed. The appellant’s 
statement of claim was lengthy and detailed as was likewise 
the statement of defence. The parties then agreed on a 
memorandum of facts. This brought the issues fairly 
clearly before the Court. The appellant at the hearing 
called a chartered accountant as witness and an “income tax 
specialist” but no other evidence was adduced by either 
party. 


II. Treatment of Profit-Charged on Returnable Containers 
The Western Vinegars Case 

The chief reportable value of this decision by Mr. Justice 

Angers in the Exchequer Court of Canada arose through 

the controversy between the company as appellant and the 

Minister on the subject of profit. The judgment was 

rendered on 1st October 1937. 


45 











THE CANADIAN CHARTERED ACCOUNTANT 


Consolidated Balance Sheet—On ist April 1931, the 
appellant, Western Vinegars, Limited, acquired all the is- 
sued capital stock of Reynolds Moore & Company, Limited. 
The latter company’s fiscal period had ended on 31st March 
whereas that of the appellant ended on 30th November, 
and application was made for permission to file a consoli- 
dated return as of 30th November 1931, for both companies, 
to embody twelve months of operations for the principal 
and six months for the subsidiary. The Commissioner was 
inclined to permit it but first enquired how the stock was 
paid for. Before permission was definitely extended, the 
consolidated return was filed and the estimated tax paid. 
The subsidiary had incurred a loss on the six months of 
operations which reduced the taxable profit of the appellant. 
The Commissioner denied the appellant the privilege of filing 
the consolidated return. The appellant appealed, contending 
that by accepting the return and negotiating the cheque the 
Crown was estopped. 

No Consolidation Before 1933—Mr. Justice Angers held 
that the doctrine of estoppel did not apply against the 
Crown, the theory, which is very old, being that it is the 
privilege of the King not to be bound by the omissions or 
neglects of his servants. The learned Judge also found 
that as there was no provision in the Act prior to the enact- 
ment of subsection (3) to section 35 in 1932-3 for consoli- 
dated returns, the Minister had no power to allow the filing 
of a consolidated return. 

Profit on Containers—The appellant shipped its product 
partly in barrels and kegs. The invoice charged the cost of 
the container, plus a profit of 40% thereon, to the purchaser. 
If the container was returned, a credit was given to the 
purchaser for the full price charged. It was difficult for 
the appellant to show these transactions on its books and 
annually an amount, estimated to be the lost profit on the 
returned containers, was set aside as unearned profit. The 
Minister contended that these amounts were in reality a 
reserve which could not be deducted because of section 
6(d) of the Act. 

Decision—Mr. Justice Angers held that the profit on the 
containers was not a reserve properly called and the loss on 
the containers, when returned, was not a contingency but 
a certainty. The only thing uncertain was the amount. It 
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was not the intention of the legislature to force payment of 
taxes on profits not reaped. Failing agreement between 
the parties, leave was extended to adduce evidence to prove 
the amount involved. 


SASKATCHEWAN NOTES 


A Case Respecting The Income Tax Act 

A judgment of some interest involving the assessment of 
an extra-provincial corporation for income tax under The 
Income Tax Act of Saskatchewan has been recently given 
by the courts of the Province. 

The Proctor & Gamble Company of Canada, a body in- 
corporated under the provisions of the Dominion Companies 
Act, with its Canadian head office at Hamilton, Ontario, 
employed two salesmen resident in Saskatchewan who sol- 
icited orders for the company’s business. The company had 
no warehouse or office in Saskatchewan but carried on 
an extensive advertising campaign and sold approximately 
$300,000 of its products in that province annually. 

The company contended first, that it was not carrying 
on business within the province, and secondly, that the 
method of computing the tax by the assessor was not correct. 

The Income Tax Act of Saskatchewan provides that every 
corporation no matter how created residing or ordinarily 
resident or carrying on business within the Province shall 
pay a tax. By regulation of the lieutenant-governor-in- 
council it is provided that “Where the income of the tax- 
payer is derived principally from the manufacture or sale of 
personal property .... the proportion of income thereof 
attributable to business within the province shall be taken 
to be such percentage of the total of such income as the 
sales within the province bear to the total sales.” 

On an appeal to the Court of King’s Bench from the 
assessment commissioner, Mr. Justice Taylor held that the 
company was clearly carrying on business in the province 
and that the plain significance of the expression “carrying 
on business” in regard to a firm selling on a provincial 
market is that it makes sales on the market. 

The other contention advanced by the company was 
that where a taxpayer, engaged in the manufacture and 
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sale of a commodity, engages only in the sale of its com- 
modity within the jurisdiction of the taxing authority, a 
portion of the profit of such sale should be attributed to 
the function which took place in another jurisdiction, and 
that such portion should not be taxable in the jurisdiction 
of the taxing authority where the sale function alone was 
exercised. With respect to this, his Lordship said that not 
a single authority had been submitted for this entirely novel 
method of computing profits. It is necessary, he said, for 
any business to carefully account the cost of the various 
expenses of doing business; but to attribute to one func- 
tion or service in the business a special or proportionate 
value in the production of the ultimate profit was in his 
opinion purely hypothetical. The proposition that the ex- 
pense incurred in connection with the delivery, for example, 
of the product is definitely responsible for a fixed propor- 
tion of the profit on the whole business would, the judge 
said, be a business fallacy. 

We are informed that a notice of appeal has been filed 
by the company and that, if proceeded with, the matter will 
be heard before the Saskatchewan Court of Appeal in 
February. 


The Essay Contest 


The Editorial Committee announces that the results of 
The 1937 Essay Competition will be published in February. 
There was a good number of contestants, which accounts 
for the delay. 
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Our Contributors This Month 

This month’s contributors hardly need any introduction 
since articles prepared by them have appeared in THE 
CANADIAN CHARTERED ACCOUNTANT on previous occasions. In 
the February 1933 issue Merrick Bast. Davipson, of the 
firm of Benson, Sayer and Davidson, Toronto, discussed 
what was income under the Assessment Act of Ontario. 
This month he deals with the interesting subject of the 
accounts of a book subscription agency. The elimination 
of some of the unnecessary routine in audits is ever in the 
mind of KEenpaLL Eppis GREENWoop, and he explains this 
month how, to some degree, it can be accomplished in the 
audit of a stockbroker’s accounts. His article on depart- 
mental analysis in hospital accounting was published in our 
January issue a year ago. Mr. Greenwood is associated 
with the firm of Wilton C. Eddis & Sons, Toronto. Professor 
Puiu Howarp HeEnseEL is a frequent contributor to THE 
CANADIAN CHARTERED ACcouNTANT. He is Head of the De- 
partment of Business Administration of the University of 
Western Ontario, and is a keen student of economic and 
business problems. 























Dividends of Canadian Mining Companies 

According to the Globe and Mail, Toronto, the share- 
holders of Canadian gold and base metal mining companies 
received during the year 1937 dividends amounting to 
$101,295,000. The International Nickel Company was by 
far the largest contributor, the payments on the common 
and preferred stock being nearly $35,000,000 or one-third 
of the total dividends. 












Negligence in Aircraft Operation 

The law of negligence relating to automobiles was ap- 
plied in an aeroplane accident in Manitoba according to a 
recently reported case there — McInnerny vy. McDougall, 
[1937] 3 W.W.R. 625. It was there held that the duty of a 
pilot of a plane to a gratuitous passenger was founded upon 
the same principles as the duty of a driver of a motor vehicle 
to a gratuitous passenger and that there was no fundamental 
principle arising from aviation which has not previously 
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been laid down in the rules of negligence. The duty of a 
pilot carrying a guest in his plane is to exercise the degree 
of care which a competent, prudent, qualified pilot would do 
under the circumstances. 


PROVINCIAL NEWS 


BRITISH COLUMBIA 

The following are the successful candidates in the recent 
examinations of the Institute of Chartered Accountants of 
British Columbia: 

Final Accounting and Auditing—R. R. Arkell, K. W. At- 
kinson, C. N. Brennan, H. J. Burns, N. S. Cowan, C. A. 
Nixon, S. E. Rickard, L. Scott-Moncrieff, F. Stedman, and 
B. E. Stokes. 

Of the foregoing, R. R. Arkell, H. J. Burns, S. E. Rickard, 
L. Scott-Moncrieff, F. Stedman and B. E. Stokes have now 
completed all the examinations of the Institute. 

Intermediate—J. T. Biller, L. B. Boucher, P. F. Dockerill, 
J. M. Godfrey, T. F. Griffin, H. G. Watson and D. O. Wootten. 

The two candidates in the Final examinations obtaining 
the highest percentages, in order of merit, are C. N. Bren- 
nan and K. W. Atkinson, Vancouver; and in the Intermediate 
examinations, J. M. Godfrey, Vancouver, and H. G. Watson, 
Kelowna, B.C. 


NOVA SCOTIA 

Following are the candidates who passed the November 
1937 examinations of the Institute of Chartered Account- 
ants of Nova Scotia: 

Preliminary—Thomas Charles Hudson, Halifax, and Miss 
Ola McLeod Morrell, Amherst. 

Intermediate—John Gordon Hart, and Charles Ross Mac- 
Fadden, Halifax. 

Final—James Crawford Nicoll, Robert Earle McEwen, 
Norman Leonard Sherman, James Galen Vickery, and Gor- 
don Leslie MacKinnon—all of Halifax. 

The successful candidates for the Final examinations 
were duly admitted to membership in the Institute on 13th 
December. 

The following members of other Provincial Institutes 
were admitted to membership in the Institute on 19th No- 
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vember 1937: Esmond Grier, Halifax; George W. Hudson, 
Moncton, N.B.; Harry L. McMackin, Saint John, N.B. 


QUEBEC 

An enjoyable and well attended dinner of the Society 
of Chartered Accountants of the Province of Quebec was 
held at the Windsor Hotel, Montreal, on Monday, 29th 
November, at which the speaker was the Hon. Maurice L. 
Duplessis, Premier of the Province of Quebec. Guy E. 
Hoult, President of the Society, was Chairman, and among 
the other guests at the head table were: D. K. Baldwin, 
Eastern Vice-President Investment Dealers’ Association; 
Alex. Ballantyne, Vice-President of the Society; Pierre 
Beaulac, K.C., Batonnier of the Bar of Montreal; Dr. W. 
H. Brittain, Acting Principal of McGill University; A. B. 
Brodie; A. H. Carr, Toronto, Secretary-Treasurer of The 
Dominion Association of Chartered Accountants; L. Cush- 
ing; K. W. Dalglish, immediate Past President of the Society 
and member Executive Committee of The Dominion As- 
sociation of Chartered Accountants; S. G. Dobson, President 
of the Canadian Bankers’ Association; Hon. Martin B. 
Fisher, Provincial Treasurer; Herbert Gilbert, President of 
the Chartered Accountants Students’ Society; A. A. Gowan; 
F. H. Hurdman, New York, representing the American In- 
stitute of Accountants; J. A. Larue; E. J. Loiselle, Chair- 
man, Montreal Chapter of the Canadian Society of Cost 
Accountants and Industrial Engineers; Rene Morin, Presi- 
dent Montreal Chamber of Commerce; Geo. C. McDonald, 
President Canadian Chamber of Commerce; J. E. McKenna, 
Chairman Montreal Stock Exchange; J. W. Nicoll, President 
Montreal Board of Trade; L. E. Potvin, President Quebec 
Municipal Commission; A. H. Rowland, Inspector of In- 
come Tax; Maurice Samson, Vice-President of the Society; 
Hon. Gordon W. Scott; F. W. Sharp; Major George Shink, 
Comptroller of Provincial Revenue; R. C. Stevenson; Prof. 
R. M. Sugars, Director-Secretary, School of Commerce of 
McGill University ; Jean Valiquette, representing |’Ecole des 
Hautes Etudes Commerciales de Montreal; and Robert Wil- 
son, Secretary of the Society of Chartered Accountants of 
the Province of Quebec. 

After short introductory speeches had been made by the 
Chairman and by Hon. Gordon W. Scott, F. H. Hurdman, 
and Maurice Samson, Hon. Mr. Duplessis in an eloquent 
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address stressed the need for balancing the provincial bud- 
get, pointing out that the only way to bring back prosper- 
ity and happiness was for everyone to live within his means. 
He spoke as follows: 

“T am sensible of the honour of being the guest of such 
a Society as yours, which has done so much in the past and 
from which much is expected in the future, for the welfare 
of the province and generally speaking for its population. 

“Chartered accountants have no doubt kept always in 
mind the necessity of keeping accounts in harmony with 
the facts and above all with the laws of the province. They 
also, no doubt, keep in mind the vital fact that all of us 
will one day or other be brought to account for our deeds, 
and misdeeds if any. In a word, your profession is one 
of the most important and one that may contribute con- 
siderably to the good administration of the country. 

“Mr. Scott [Hon. Gordon Scott] referred to the past 
history of your profession. Well, for my part, I will look 
to its future preferably, for it is in its future that I look 
for the most useful codperation with the government of 
this Province, mostly because chartered accountants should 
be more familiar than others with the scale of values. As 
such, they should be able to contribute considerably to the 
solution of the economic and financial problems now con- 
fronting my government and the Province. 

“It is because of the good opinion that I entertain re- 
garding your profession that, since my advent to office, I 
have called upon several chartered accountants to sit on 
important commissions. I may refer particularly to Messrs. 
J. A. Larue and Geo. C. McDonald, named as members of 
the Commission charged with the revision of the province’s 
taxation system. Both are prominent members of their 
profession and the government has been happy to retain 
their services. True, I have placed a lawyer on the com- 
mission [laughter] for the legal profession never should 
be neglected in such bodies, but I feel sure that all mem- 
bers will agree to work to the best of their ability towards 
the solution of the all-important problem of taxation, a 
solution that would help bring back the province towards 
sanity in the matter of finance. 

“Today, because of past errors, the province faces a 
terrible situation in the matter of imposts. They have mul- 
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tiplied to such a degree and there is such a duplication of 
them in all spheres that the burden has become crushing 
to the taxpayers. It will be the duty of the members of 
the commission just mentioned—of men such as Messrs. 
Larue and McDonald—to bring order out of the present 
disorder, to show us the way towards a necessary equilib- 
rium between revenue and expenditure and between taxes 
and the capacity of the people to pay them. Without a 
sane system of finance, there can be no prosperity for a 
country or for a people. 

“My colleagues and myself faced with the responsibility 
of government have come to the conclusion that an inven- 
tory of the province’s resources should be the first step 
towards the solution of our problems. Thus it was that 
we ordered a complete inventory-taking or survey of the 
province’s natural resources. An amount of $100,000 was 
voted to cover the cost of such an undertaking. I consider 
that this expenditure will prove to be one of the most 
beneficient made by my government. There, as in every- 
thing else, the codperation of all is sought to assure a 
complete success of the survey. 

“What is true for the natural resources applies also 
to the finances of the province. The people do not seem 
to realize that every cent spent by the government must 
necessarily be obtained through taxation—that is, from 


their own pockets. If this fact were made clear to tax- 


payers, the government would not be placed in a position 
forcibly to refuse so many unwarranted requests. People 
would know that a government must be restrained in its 
expenditure by the limits of its revenue. If this were clearly 
realized, administrators would find it much easier to face 
the situation. 

“It is as essential for governments as it is for individuals 
to live within their revenue. Most of our past troubles were 
due to the fact that this truism was too often forgotten. 
Too many people have lived in the illusion that money spent 
by government fell from heaven. When called upon to face 
the bill, they turned against those who had but too foolishly 
followed their dictates. This policy of uncontrolled ex- 
penditure cannot go on forever. All must be made to realize 
that at the end it means bankruptcy and untold misery. 
You can help us, and I know that you will in our endeavour 
to educate the people to understand that unwarranted ex- 
penditure must be curbed by all means. 
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“There is much to be done; there are problems of mag- 
nitude to be solved. To attain this end, the people of this 
province, irrespective of their political affiliations, must 
codperate with the administrators, whether they like them 
or not. It is only by this codperation that success can be 
attained. 


“Tt will be time enough when other elections are held 
to consider whether the government should be retained or 
not in office. In the meantime, let us all work side by side, 
with the same sincerity of purpose towards the solution of 
our national problems. If our people realize this, if you 
gentlemen help us wholeheartedly, as I have no doubt you 
will, the solution of our national problems will be made 
easier and lighter, and we shall have done our share towards 
the happiness and prosperity of our Province.” 


PERSONALS 


Martin J. Gorman and Lawrence S. Ryan announce that 
the partnership of Ryan and Gorman is terminated. Each 


is continuing his practice as a chartered accountant under 
his own name—Mr. Gorman at 36 Somerset Street West, 
Ottawa, and Mr. Ryan at 46 Elgin Street, Ottawa. 


Richard H. B. Hector, Chartered Accountant, wishes to 
announce that he has opened an office for the practise of 
his profession at Confederation Life Building, Toronto. 


Messrs. Hudson, McMackin & Company, Chartered Ac- 
countants, Saint John, New Brunswick, announce the open- 
ing of an office in the Bank of Nova Scotia Building, Halifax, 
with J. Esmond Grier, Chartered Accountant, as resident 
manager. 


Mr. Maurice Samson and Mr. E. H. Knight of the firm 
of Samson & Knight, 71 St. Peter Street, Quebec, announce 
the admission into partnership of Mr. Léon Coté, Mr. A. G. 
Marceau and Mr. Jacques Angers, and will practise in future 
under the firm of Samson, Knight & Co., with offices at 
the same address as previously. 
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AUDIT WORKING PAPERS 
Their Function, Preparation and Content 
a By Maurice E. Peloubet 


(Published by American Institute Publishing Co. Inc., 135 Cedar Street, 
New York, 1937, cloth, 426 pp., $4.00) 


Within the past few years there has been a marked improvement 
in connection with the preparation of audit working papers and in his 
book Mr. Peloubet has endeavoured, with considerable success, to set 
forth all that is best in modern practice. 


The growth of the holding company and the movement towards 
affiliation or amalgamation have presented many problems to the 
auditor, especially in connection with the consolidation of statements; 
and many intricacies which were practically unknown a few years ago 
are now everyday matters. It is an appeciation of this situation which 
has no doubt prompted the author to include a complete set of specimen 
working papers for an imaginary company and its subsidiaries. These 
examples, in addition to being a credit to the author, are also a 
credit to the printers, for the reason that in many cases they are 
made to open out; and at least one schedule contains twenty-six col- 
umns of figures. There are also a complete questionnaire as adopted 
by a prominent firm of public accountants in the United States for 
use in connection with balance sheet audits, and a set of instructions 
as to the procedure for verification of cash and bank balances. 


A good deal of consideration is given to the mechanical difficulties 
arising out of the preparation of consolidated statements, and in some 
organizations those difficulties are very real. Mr. Peloubet advocates 
the use of what is called the “Vertical” or “Synopto-Synthetic” method 
of assembling the figures and, although the latter term may appear } 
to be rather technical, the system itself seems to be a very convenient i 


one. 




























In recent years there has been much new legislation designed to i 
regulate industry and commerce, and the filing of information with i 
the various governmental authorities under such legislation has become | 
quite an onerous task. In many cases the auditor is requested either | 
to assist in the submission of the required information or to deal with j 
such matters in their entirety. With this in mind, the author recom- 
mends that wherever possible audit working papers should be pre- 
pared so that the details for the various statutory returns be readily 

' 










available without further enquiries being necessary. Naturally, Mr. 
Peloubet deals more particularly with the requirements of the various 
United States bodies, e.g., the Securities and Exchange Commission 
and the Interstate Commerce Commission, but the methods he advocates 
are sound in principle and capable of being adapted so as to produce 
the information required by most regulatory bodies in this or any 
other country. The author’s view is that the auditor’s records should 
include supplementary information which, while not absolutely neces- 
sary from the audit standpoint, may be useful when the auditor carries 
out other duties often assigned to him. 

Notwithstanding the author’s very modest disclaimer that his book 
does not purport to be a text book on auditing, there is much useful 
reading matter dealing with the principles of that subject. Some time 
ago the American Institute of Accountants issued a bulletin entitled 
“Examination of Financial Statements by Independent Public Account- 
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ants” in which certain fundamental principles were outlined; and the 
author of the book under review has reprinted freely from that bulletin. 
These extracts in themselves constitute a reliable guide to the routine 
procedure involved in the verification of various balance sheets and 
other items. 

Mr. Peloubet has produced a volume which should be of very 
special interest to student and practitioner alike, and he is to be con- 
gratulated upon his achievement. 

C. N. KNOWLES. 


Montreal, 1st December 1937. 


OBITUARY 


The Late Sir Albert William Wyon 


Sir Albert William Wyon, K.B.E., F.C.A., senior 
member of Price, Waterhouse & Co. in England, with 
whom he had been associated for more than half a 
century, died in London on December Ist at the age 
of sixty-eight after an illness of several months. He 


was the son of Leonard Charles Wyon, Modeller and 
Engraver to the Royal Mint, one of a long line of 
distinguished engravers, who among other things 
designed the beautiful early Victorian coinage. 

Sir Albert was educated at Clewer House School, 
Windsor, and was articled to Samuel Lowell Price 
in 1885. He was placed first in both the Intermediate 
(1888) and Final (1890) Examinations of the In- 
stitute of Chartered Accountants and was admitted 
to partnership in his firm in 1893. 

He had occupied many positions of public trust, 
having served as Government Auditor of both 
British and Irish Railways and as Government Ac- 
countant of Controlled Canals. He had been a mem- 
ber of the Board of Referees under the Finance 
Act and Chairman of the Treasury Committee on 
New Form of Public Accounts. In recognition of 
eminent services during the War, the honour of 
Knighthood was conferred upon him in 1919. 

Sir Albert was a Fellow of the Institute of Char- 
tered Accountants of British Columbia, having been 
admitted to membership in 1913, and he was always 
keenly interested in Canadian affairs. 
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The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(continued from previous issue) 


Book Values: As the term implies, the value of any asset 
as shown in the books. Such value does not necessarily 
have any relation to the intrinsic or market value. In the 
course of time adjustments may be necessary on the amount 
originally recorded; e.g. reservations for estimated depre- 
ciation or losses, such as bad debts. Thus “Gross Book 
Value” would represent the total original asset value, and 
“Net Book Value” the original asset value less reserves. 
Different classes of assets will require different treatments 
according to circumstances; thus Stocks and Bonds held as 
investments for income usually would be retained on the 
books at cost, a notation of market value being made on 
the balance sheet; in the accounts of a dealer in stocks and 
bonds, however, they should be inventoried similarly to 
stock-in-trade, and valued at market prices provided these 
do not exceed cost. 

The term is also applied to shares in companies, and 
means the actual value of shares as shown by the balance 
sheet, irrespective of the market value. The book value 
of a share in a company with one class of shares only is 
determined by dividing the capital and surplus (or the 
capital less deficit) by the number of shares issued. It 
should be noted that this example is a simple one; com- 
puting the book value per share may involve complications 
where there are various classes of shares involved. 

Break-up Value: The amount which is, or may be, 
realized on the sale of any or all of the assets of a business, 
or when a business goes into liquidation or bankruptcy. This 
term is also used frequently in connection with investment 
trusts, and represents the amount available assuming the 
immediate liquidation of the assets of the company and the 
payment from the proceeds of the liabilities of the company. 
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Break-up value is generally calculated at the existing market 
quotations for the portfolio of the company and does not 
take into consideration such questions as the loss incurred 
on disposing of a large block of securities which cannot be 
absorbed in the ordinary market. 

Budget: Originally used in its present sense in the 
British House of Commons to describe the annual estimate 
of revenues and expenditures presented by the Chancellor 
of the Exchequer, the word is now used by other govern- 
ments as well as municipalities ; and its use has been further 
extended to institutions, business houses, and even families, 
to mean a forecast in detailed form of the expected receipts 
and disbursements, or revenue and expenditures, for a year, 
to be used as an aid to financial control, known in this case 
as “budgetary control.” In governmental and institutional 
accounting, the accounts kept to reflect the budget oper- 
ations and conditions are known as “budgetary accounts,” 
and the amounts of expenditure authorized by adoption of 
a budget are called “appropriations” (q.v.). 

Burden: See “Overhead.” 


By Product: Something of value obtained during a pro- 
cess of manufacture in addition to the principal product; a 
subsidiary product; e.g., in.a gas plant, coke; in a flour mill, 
bran, shorts, etc. 


Cc. 

Called up Capital: See “Capital.” 

Calls on Shares: (a) Demands made in proper form by 
the directors of a company on its shareholders for payment 
of part or the whole of the unpaid amount subscribed for 
shares issued subject to call. (See “Capital’’). 

(b) Demands by the liquidator or trustee in bankruptcy 
of a company on shareholders for payment of any unpaid 
amounts attaching to the shares held by them. 

Capital: In the wider sense “Accumulated wealth used 
in producing more” (Concise Oxford Dictionary). Commer- 
cially, the amount invested in a business together with any 
remaining profits after drawings; in other words, net worth 
of a business, and it is thus applied to businesses conducted 
by single traders or partnerships. 

In companies, however, a distinction is made between 
capital originally invested and undrawn profits, and the 
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capital is shown at a fixed amount, surplus of profits being 
shown separately. 

“Authorized” or “Nominal” Capital is the maximum 
number of shares or amount of capital which may be issued 
by a company as specified in the Letters Patent or Memor- 
andum of Association. 

“Subscribed” Capital is the amount in respect of which 
shareholders have obligated themselves by subscription to 
the company, and for any unpaid portion of which the 
company may sue if necessary. 

“Paid up” Capital is that part of the subscribed capital 
which has actually been paid up (in whatever authorized 
manner) by the shareholders. 

“Called-up” Capital. In those cases where the whole of 
the subscribed capital is not immediately required, that 
portion for which a demand has been made by the directors 
or is otherwise due under the terms of the subscription 
agreement. 

Capital Account: (1) The account or accounts which 
represent the Capital of an enterprise. 

(2) An expression used in connection with fixed assets; 
e.g., “a charge to Capital account,” as distinguished from 
an expenditure chargeable against revenues or profits. 

Capital Assets: Assets acquired for continued use in 
carrying on business, as distinguished from those in which 
the business deals; thus the buildings, fixtures, etc. in which 
business is done are Capital or “Fixed” Assets, the stocks 
of merchandise dealt in are “Current” or “Floating” Assets. 

Capital Expenditure: Expenditure for the purpose of 
acquiring or adding to Capital Assets (q.v.). 

Capital Surplus: See “Surplus.” 

Carrying Charge: A continuing expenditure or cost in- 
curred for the purpose or as a result of the holding of 
assets in various forms; e.g., taxes on real estate; interest 
on amounts borrowed for the purchase of stocks and bonds; 
interest and warehousing charges on stored merchandise 
(e.g. grain), etc. , 

Carrying Value: (1) The value of property as shown in 
the accounts; book value. 

(2) The value placed by bankers on stocks, bonds or 
other assets hypothecated as security for loans. 
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Cash: Strictly, an asset which is represented wholly by 
currency on hand. It is not improper, however, to include 
cheques believed to be good. The expression “Cash on 
hand and in bank” has become accepted by usage, although 
the bank balance is really an amount owing by the bank 
rather than actual cash. 

Cash Assets: Cash itself, and other assets which are 
readily available and convertible into cash; e.g., bank de- 
posits, trade acceptances, etc. The term is sometimes, but 
erroneously, used for Current Assets. It actually has a 
much narrower significance. 

Cash Basis: A system of accounting, usually adopted 
by professional firms or concerns rendering personal services 
and not trading, by which revenue is credited and expen- 
diture debited only with actual cash received and paid and 
no account is taken of uncollected accounts receivable, un- 
finished work or accounts payable. This system of account- 
ing is also frequently used for governmental accounts. It 
is also to an extent adopted by some investment companies, 
no credit being taken for interest or dividends accrued but 
not paid. 

Cash Book: A book of original entry for cash transac- 
tions. Theoretically “Cash Account” is a ledger account, 
and posted from the journal. It has, however, long been 
the practice to keep a separate book for the recording of 
cash receipts and payments, posting therefrom direct to 
ledger accounts without the intervention of the journal. 
It is usual in a Cash Book to record also the bank transac- 
tions, both deposits and cheques, in separate columns. 

Cash Discount: A discount given on payment of an ac- 
count within a specified time. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


It would be interesting to know the disposition, favoured 
by the majority of industrial accountants, of the net vari- 
ance between standard and actual costs when the standard 
employed is an “ideal” standard, that is to say when it 
purports to represent what the product would cost if it 
were produced at standard efficiency. It is sometimes said 
that a net debit variance measures the loss due to inef- 
ficiency in production and that it should be debited in the 
Profit and Loss section of the operating statement but 
this seems to ignore the element of price variance which 
enters into the net variance. In theory, supposedly, the 
price variance is an index of the efficiency of the purchasing 
department, but who in practice will contend that this de- 
partment is inefficient if it fails to predict a rise in prices 
and that it is super-efficient if it fails to predict a fall in 
prices? 

A logical treatment is to segregate the quantity vari- 
ance from the price variance, to write off the former as a 
loss and to adjust the latter (whether it be a debit or a 
credit) on the inventory of work in process, inventory of 
finished goods and cost of sales in proportionate amounts. 
This ensures that the elements of raw materials, labour 
and factory service comprising the inventory will be priced 
on the financial statements at actual cost. Conceivably, of 
course, the quantity variance might be a credit, in which 
event it would seem advisable to carry it forward as a 
reserve against the probable debit variances that might 
ensue. The experiences and opinions of our readers on this 
topic would be appreciated. 

* * * 

The non-commital pronouncement by the Secretary of 
State on conclusion of the recent Dominion-Provincial Con- 
ference on a uniform company law does not afford much 
ground for hope of substantial and concrete results. It is 
however not believable that our institutions are so ridden 
by sectional jealousies that it is impossible to achieve a 
reform which while possibly depriving certain jurisdictions 
of some thousands of dollars of revenue would save the 
people millions of dollars of investment losses. 
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STUDENT ASSOCIATION NOTES 


MANITOBA 

A large attendance of members, as well as many in- 
terested Chartered Accountants, enthusiastically received 
reports of activity at the annual meeting of the Chartered 
Accountants Students Society of Manitoba, held in the Fall. 

The gathering was conducted by retiring President E. 
H. Sharpe, who received congratulations on passing his 
final examinations and also because of his impending mar- 
riage. Reports were given covering the bowling league, 
which had not been a tremendous success, the curling league, 
which had been, and the basketball entry in the Inter- 
Faculty League. The latter was a revival of a team which 
the Accountants had not entered for some years. 

Many suggestions were made which should add to the 
strength and interest of the various activities during the 
current season. Before switching their attention to re- 
freshments, the members elected a strong executive, headed 
by Alex. Black, as President. 

An outstanding advancement in student affairs, which 
arose from the debates at the meeting, was the establish- 
ment of a group of younger Chartered Accountants and 
older students for study of specialized angles of profes- 
sional subjects. Under the direction of the newly admitted 
members, two meetings have been arranged for discussion of 
the accounts and statements of Life Insurance Companies. 
At the first, a well prepared paper was presented by H. M. 
Hoover, C.A., internal auditor of the Great-West Life 
Assurance Company. It is interesting to note that in the 
course of discussion reference was made to the article by 
A. B. Shepard, F.C.A., in THz CANADIAN CHARTERED ACCOUNT- 
ant, April, 1934, and quotations were freely made from 
an address by V. R. Smith which has since been published 
in full in the issue of December, 1937. After some study, 
the group gathered again for discussion of the data sup- 
plied by Mr. Hoover, who again answered questions, sup- 
ported by Geo. Aitken who is the Chief Accountant of the 
same Company. It is hoped that several further instructive 
gatherings of the sort will be held after the rush season 
has passed. 

The Fort Garry Hotel was the scene of the Seventeenth 
Annual Banquet of the Society on November 19, 1937, and, 


62 








STUDENTS’ DEPARTMENT 


although this is always the outstanding event of the season, 
a record of the largest attendance in history was estab- 
lished. Well over one hundred members and guest Char- 
tered Accountants sat down to a sumptuous meal and heard 
an address on the apparent lack of public knowledge and 
indistinctive character types of the professional auditor. 
In his nationally famed manner of polished, witty and clever 
words E. K. Williams, K.C. asked “Who ever heard of a 
Chartered Accountant being the hero of a play or novel?” 
and pointed out that the cleric, the lawyer, the judge, all 
had distinctive character types in the literature of the 
world. It was time that some publicity programme be es- 
tablished, he suggested in light vein, along the lines of the 
Scotch jokes which have made Aberdeen famous. 

Winhter activities are in full swing and lectures and test 
examinations occupy almost as much thought as the sea- 
sonal celebrations. A special lecture for students was held 
early in December, the subject being “Full Disclosure in 
Financial Statements,” and the lecturer, C. P. Langer, 
C.P.A., of Chicago. 


ONTARIO-OTTAWA 

The youthful Ottawa offspring of the Chartered Ac- 
countants Students’ Association of Ontario followed up its 
excellent October inaugural with some very beneficial lec- 
ture meetings during the month of November. 

The members’ store of knowledge with regard to muni- 
cipal accounting was considerably augmented when, after 
a tasty dinner at the Laurentian Club, Mr. F. R. L. Lazier, 
C.A., deputy treasurer of the City of Ottawa, delved into the 
intricacies of our city’s accounting department. 

A week later Mr. W. J. Tate, C.A., office manager of 
Bryson-Graham, Ltd., delivered a comprehensive address 
on the timely topic of departmental budgets. He was fol- 
lowed on the next occasion by Mr. John Wynn, C.A., of 
Riddell, Stead, Graham & Hutchison, who laid bare the 
mysteries of the accounting of the modern trust company. 

On November 28rd, the association was fortunate in 
securing as speaker, Mr. P. L. Tod, C.A., of the Income 
Tax Department. Mr. Tod presented a treatise on the In- 
come War Tax Act which was very enlightening. 

The fall term of lecture meetings was brought to a 
successful close a week later when Mr. Alf. Ritchie, C.A., 
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of Milne, Steele & Co., led a study and discussion of broker- 
age accounts. At this meeting those present were pro- 
vided with copies of a model set of accounts for a fictitious 
brokerage firm and this proved to be a most practical and 
beneficial innovation. 


QUEBEC 

The outstanding feature of our December program was 
the Students’ Smoker which was held on December 3rd, 
in the Grill of the Mount Royal Hotel. Our genial chairman 
of social and athletic activities, Hugh Savage, is to be con- 
gratulated for his untiring work which was fully rewarded 
by a record attendance which numbered close to 300. 

The program opened with horseracing, with Jack Tait 
in charge and the attending members soon discovered that 
while they might be adept at figures they were unable to 
cope with the horses, although several systems were ad- 
vanced and syndicates formed in an endeavour to win the 
respective races. The setting then took the form of a 
sporting arena, and burlesque wrestling in its weirdest form 
was presented. The referee of this bout was much em- 


barrassed in his efforts to keep the participants in order 
and was finally deprived of his shirt, much to the amuse- 
ment of the members, as the wrestlers became irked by 
his interference. 


Refreshments were served and as the evening progressed 
professional dancers provided entertainment. The evening 
was well rounded out when, with Norm Jennison at the 
piano, the students loudly sang the popular songs of the 
day. 

Jack Carter handled the announcing throughout the 
evening in a capable manner. 

It was noted with pleasure that several members of the 
Ontario Society were in attendance. 

At a meeting held in the Windsor Hotel on the 14th 
December last, C. N. Knowles made known the results of 
the Test Examinations which took place in November. The 
Chairman assisted by the members of his Committee, L. 
Jowett, J. A. McColl, and George Smith reviewed the ex- 
amination questions and explained wherein the students 
had scored or erred; the papers were returned to the stud- 
ents and should prove valuable in allowing them to see their 
strong and weak points. 
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We wish to express our appreciation to the Ontario 
Students’ Society for their kindness in allowing us to re- 
print the excellent address of R. F. Bruce Taylor on stock 
brokerage accounting. Over 100 copies were made up and 
distributed. 













* * 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are de- 
signed not as models for submission to the examiner but rather as 
such discussion and explanation of the problem as will make its study 
of benefit to the student. Discussion of solutions presented is cordi- 
ally invited. 


a 













PROBLEM I. 


THE INSTITUTE OF CHARTERED ACCOUNTANTS OF 
BRITISH COLUMBIA 


INTERMEDIATE EXAMINATION—NOVEMBER, 1936 
Bookkeeping and Accounts No. 2, Question 1. 


Wholesale Grocers Limited is a British Columbia Company. You 
are required to: 

Prepare Balance Sheet as at June 30, 1936. 

Prepare Trading and Profit and Loss Statements for the six 
months ended on that date showing trading results by branches. 


‘Trial Balance at June 30, 1986 was as follows:— 
SERRE Sri teed ere do oes NOS ORS eG DSS $ 95,000 
220 
















Be eae chee ee faiaeiS ole ioe GG) srishdie Cts. bw si 8,250 








Sndueet NN 56s Bisa Wid aaerna ak aki 1,125 i 
Delivery Expense (H.O. $265, A. $235, B. $125) 625 
Pasmearée. @ Fixtures (4.0,). ....4.000cscccccccse 3,000 } 
Reserve for Depreciation Furniture and Fixtures 1,000 i 
Administrative and Office Salaries ............ 2,250 
NO eee nag A ow. gOS e wd dls kee SOARS 600 

BEG IG: GRE” WRGOE 65 is. 6.0 5.0.0 oie are 0.0550 415 





Merchandise Inventory (H.O. $24,000, A. $10,000) 34,000 
Merchandise Purchases (H.O. $29,085, A. $26,350, 










eee i hs erent eu tie aig a's 79,845 
Merchandise Sales (H.O. $87,140, A. $30,860, 

MUN Shs 2 chic ea ened weds susie 84,000 
RT IE fo Sn cehr sale sees 6M pS o%) 625 
ee RA ee ere ae 450 
Warehouse Rent (A. $145, B. $80) ............. 225 
I I oes oa Vicins nas WA ee aes 140 





ee od Salaries (H.O. $1,025, A. $1,225, B. 
ES ee ee eee 2,890 
Waitin and Delivery Salaries (H.O. $1,050, A. 
RG ID sik dis decwiia's Soe egiow ect oc 8,050 
Accounts Receivable ..........-.......s0000.. 56,500 
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Accounts Payable 

Reserve for Bad Debts 

Land and Building (Land $1,150) 
Reserve for Depreciation of Building 
Shares in M. N. Limited 

Profit and Loss Account 


$230,910 $230,910 


The various branches have not been separated in the company’s 
books, the information given in brackets being derived from analyses. 
Depreciation is to be provided at 5% on building and 10% on 


fixtures. 
Inventories were taken at June 30, 1936 as follows:— 


Merchandise, Head Office $24,000 
REISS INI TING og bo 5:5 0-0 6 ew veins ¥ 5.08 oes 12,000 
NIN PERIIIIND (RE, «54-5 0's nie ae an's.t atin s wien 

Coal 

Office Stationery 


$46,300 


A dividend of 5% was declared at a board meeting held on 
June 23, 1936, payable on July 15. 

Branches are to be charged 4% of sales in lieu of general and 
administrative expenses. 

The Managers of Branches A. and B. are entitled to bonuses 
of 25% of the net branch profits before bonuses. 

Reserve for Bad Debts is to be maintained at 5% of the Cus- 
tomers’ Accounts Receivable. 

Municipal Taxes for the year 1936 amounting to $1,030 have not 
been recorded. 

The Accounts Receivable include a bad debt of $300; $3,000 for 
goods on consignment, at selling prices (gross profit on these 10% 
on selling price); $2,000 advances to M. N. Ltd.; a $1,200 loan to 


A., a director. 

Insurance Account is made up of a one year policy costing $320 
on the building and a one year policy costing $280 on warehouse 
stocks, both expiring December 31, 1936. 


Disregard Income Taxes. 
SOLUTION 
WHOLESALE GROCERS LIMITED 


TRADING AND PROFIT AND LOSS STATEMENTS FOR THE 
SIX MONTHS ENDED JUNE 30, 1936 
Trading Statement by Branches 


Head Branch Branch 
Total Office A B 
$81,000 $34,140 $30,860 $16,000 


Cost of Goods Sold 
Inventory as at December 31, 1935 34,000 24,000 10,000 
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I aria edsPaeracens vine dawine 79,845 
113,845 
Inventory as at June 30, 19386.... 48,700 
65,145 


Gross Profit $15,855 





Selling and Delivery Expenses: 





Travellers’ salaries ............-. 2,890 
Is a5 oo ais 6s S55 Sako 5 220 
Warehouse and delivery salaries.. 3,050 
Delivery expenses .............. 625 
eee ae a 500 
WROREHOUNE PONG 66 86sc ces ecews 225 

7,510 


General and Administrative Expenses: 
Administrative and office salaries 2,250 


a ee ore en 580 
eee 425 
Depreciation of office furniture... 150 
ME 5.6 Soo 5050 6 6's ce oe Hee es% 300 
arr see eee 515 
Depreciation of building ......... 500 
Heat, light and water ........... 315 


Overhead charged to branches ... 





5,035 





Total Expenses 12,545 





Operating Profit or Loss $3,310 
































PROFIT AND LOSS STATEMENT 


PE PHONE 6 ii 53 0165 Jia cetw ion ssitwss andes 


























See SS CIRO 5 5 6.550.854 ices eae BSideen 


Deduct: 
PIN 6. 5.o 55 5:3 woaa-doleae eee Sac 
EE IG 6 55 SB oe we AK aS 





Net Profit 


WHOLESALE GROCERS LIMITED 
BALANCE SHEET AS AT JUNE 30, 1936 


Assets 
Current Assets: 
SCENE MN ais obs Sk Weesecsieis ees 


$ 


Accounts receivable ................ $50,000 
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29,085 26,350 24,410 
53,085 36,350 24,410 
26,700 12,000 10,000 
26,385 24,350 14,410 
$ 7,755 $ 6,510 $ 1,590 
1,025 1,225 640 
220 
1,050 1,350 650 
265 2385 125 
500 
145 80 
3,060 2,955 1,495 
2,250 
580 
425 
150 
300 
515 
500 
315 
4,455 
1,875 1,285 640 
2,580 1,815 640 
5,640 4,770 2,135 
$2,115 $1,740 $545 
$3,310 
450 
3,760 
un 
eee 1,125 
1,265 
$2,495 





8,250 
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Less reserve for bad debts 


———__ 47,500 
Loan to director 1,200 


Merchandise on hand 48,700 
$105,650 
Prepaid Expenses 1,115 


Investment in and Loans to M. N. Limited: 
Shares in M. N. Limited 


18,000 


Fixed Assets: (x) 
Land and building 
Less reserve for depreciation 


Furniture and fixtures 
Less reserve for depreciation 


17,500 
$142,265 


Liabilities 
Current Liabilities: 
Accounts payable 
Taxes payable 
Bonus payable 
Dividend payable 


$ 15,460 


Capital and Surplus: 
Share Capital: 
Authorised: 
xxx shares of xxx each 
Issued and fully paid: 
xxx shares of xxx each 
Profit and Loss Account: 
Balance as at December 31, 19385 .. $34,060 


Add Net profit for six months ended 
June 30, 1936 (before providing 
for Income Taxes) 2,495 


36,555 
Deduct Dividend declared June 23,1986 4,750 31,805 


———__ 126,805 
$142,265 


(x) Basis of valuation should be stated here. 
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PROBLEM II. 


THE INSTITUTE OF CHARTERED ACCOUNTANTS OF 
BRITISH COLUMBIA 


FINAL EXAMINATIONS, NOVEMBER, 1936. 


Accounting No. 1. Question 3. 
Following are statements of assets and liabilities as at December 
31, 1982, and statements of income and expenses and surplus, for the 
year ended December 31, 1932, for Companies A, B, and C: 










Statement of assets and liabilities 
December 31, 1932 
Company A Company B Company C 











NE GU hee we eh cheese $ 20,000.00 $ 15,000.00 $ 30,000.00 
Accounts Receivable ......... 40,000.00 50,000.00 90,000.00 
PEI 5 oo 5 sak AeA 75,000.00 60,000.00 110,000.00 
ESS ee eee ee 15,000.00 5,000.00 10,000.00 









after deducting depreciation 







DEM. edo akieatencaw ass 160,000.00 90,000.00 230,000.00 
Cost of stock of subsidiary .. 480,000.00 380,000.00 

$790,000.00 $600,000.00 $470,000.00 

Accounts Payable ........... 50,000.00 20,000.00 80,000.00 

COUR BUGEE 6 acces cscs sces 600,000.00 500,000.00 300,000.00 

EE cise Waa ied asco 140,000.00 80,000.00 90,000.00 






$790,000.00 $600,000.00 $470,000.00 









Statement of Income, Expenses and Surplus for the year 
ended December 31, 1932 
Company A Company B Company C 
PES She Se leg eed in en rege $250,000.00 $200,000.00 $300,000.00 i 
Cost of goods sold .......... 200,000.00 175,000.00 270,000.00 


$ 50,000.00 $ 25,000.00 $ 30,000.00 


Administrative and general ex- 
Gunn oceans eens 15,000.00 5,000.00 5,000.00 


$ 35,000.00 $ 25,000.00 
Dividends received on stocks of 


WEIIEII, kos oo hob 6s 80% 24,000.00 10,000.00 
Miscellaneous other income .. 5,000.00 5,000.00 15,000.00 





























$ 20,000.00 















Net Profit for the year ended 
December 31, 1982 ........ $ 64,000.00 $ 35,000.00 $ 40,000.00 
Surplus, January 1, 1982 .... 126,000.00 70,000.00 70,000.00 


$190,000.00 $105,000.00 $110,000.00 
Less—Dividends paid ....... 50,000.00 25,000.00 20,000.00 


Surplus, December 31, 1982 .. $140,000.00 $ 80,000.00 $ 90,000.00 
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Company A acquired 96 per cent. of the capital stock of Company 
B at the time of organization of the latter in 1922. The remaining 
4 per cent. was acquired at that time by minority holders and held 
by them continuously to December 31, 1932. 

As at the close of business June 30, 1932, Company B acquired 
100 per cent. of the capital stock of Company C. 

One-half of the net profit of Company C for the year 1932 was 
earned in the first six months of the year and one-half during the 
last six months. 

There were no intercompany purchases or sales during 1932. 


Depreciation and accrual entries have been made and no pro- 
vision need be made for income tax liability. 

Prepare a consolidated statement of assets and liabilities as at 
December 31, 1932, and a consolidated statement of income, expenses 
and surplus for the year ended December 31, 1932, suitable for in- 
clusion in a report to the stockholders of Company A. These state- 
ments should show as distinguishable items the earnings and surplus 
of the group of companies that are applicable to the stockholders of 
Company A, and those applicable to minority interests. 


SOLUTION 


It is apparent after a careful reading of this problem that there 
is no goodwill or surplus arising from the consolidation. The problem 
states that Company A purchased 96 per cent. of the capital stock 
($500,000) of Company B at the time that company was organized 
for $480,000. The book value of Company C at June 30, 1932, when 
Company B purchased its entire capital stock for $380,000 was: 


Capital stock $300,000 
Surplus, January 1, 1932 70,000 
Profits to June 30, 1932 20,000 


$390,000 


Dividend paid 10,000 


Book value at June 30, 1932 $380,000 


The fact that Company B received only $10,000 in dividends 
during its period of ownership indicates that the remainder of the 
$20,000 of dividends paid by Company C were disbursed prior to 
June 30, 1932. 

As Company B owns the entire capital stock of Company C, its 
share of the increase in the latter company’s surplus account must 
be considered in ascertaining the minority interest of 4 per cent. If 
Company B followed the practice of recording in its investment 
account the earnings and the dividends of Company C, the investment 
account would show a balance of $390,000 instead of $380,000 at 
December 31, 1932. This increase of $10,000 in the investment ac- 
count would result in a corresponding increase in the surplus so that 
the net worth of Company B would be $590,000 as shown below. 
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Statement showing computation of minority interest in 
Company B at December 31, 1932 

Capital stock of Company B? ... 2 .cc6 00s cise cece $500,000 

Deen Ol GCOMMBNNG DB oinosceiccceeicciewewcacie $80,000 

Add— 


Increase in surplus account of Company C for 
the period from June 30, 1932 to December 









90,000 






EL RIS TNs sins rsx oie Wa tS ao 2 dios wives Slaeiwiarn o5ea See $590,000 





Minority interest: 


MRR 9 28 oni ces ah tiah rer uate bce sere ates S 16g am olathe 4% 
NUN 5 GAE ed cc's aha ANA ra) di oa DAE OASIS Brake! astev's wok ay wi eta 











Having obtained the minority interest and the consolidated sur- 
plus as shown in Exhibit B, the candidate may now prepare the 
consolidated balance sheet through the simple procedure of cross- 
adding the assets (exclusive of the investment accounts with the 
subsidiaries) and the accounts payable, and inserting the amounts of 
the minority interest, consolidated surplus, and the capital stock of 
the parent company. 










Exhibit A 
Company A and Subsidiaries Companies B and C 
Consolidated balance sheet—December 31, 1932 














Assets 
Current assets: 
NN re hang 2 S55 4.4 woke eee ewes anes $ 65,000 
Pe , PROOIEING ip ceicrsvisise sk eee ee een 180,000 
RI herr e i arihe we Belay karin eauines 245,000 
——— $490,000 
Fixed assets: 
Rite Sin on tate aacc es bialaa are eunelaia sie $ 30,000 
Building and equipment (net after deducting 
GEpreciation YESETVE) .......0..200ccccees 480,000 
——_ 510,000 
$1,000,000 
Liabilities and net worth 
I NO Sa.6 55635650 Fes Kae Rw esbew sees $150,000 
Minority interest: 
SOURED: HOOD. i sists crise oo Faso a sloateales 23,600 
Net worth: 
SNE PRONE as ow Sipe ble sale DER Ser slew $600,000 
OR Poe ee Se 226,400 
——__ 826,400 






$1,000,000 
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